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PREFACE 


The aim of this monograph is to study the evolution, structure, 
^administration, effects and future prospects of the taxation 
corporate income in India in the context of the changing ideas and 
concepts that are influencing our tax policy. The subject, important 
enough at any time is of particular significance now, since Indian 
economy, being Plan-conscious and Plan-directed, is in a transi- 
tionary stage, when efforts are being channelled towards the rapid 
economic development «f the country. One unmistakable sign of 
this is the growing industrialisation, the definite shift in empliJ^s 
froip agriculture to industry , audit is through the steady expansion 
of corporate activity that much of this development is being 
achieved. For several decades in the past, corporations have been 
playing no negligible part in the economic life of India ; but their 
role has gi^at^j, iorreased during the last 20 vears, and more es- 
pecially during the last 10 years. 

On the other hand, this steady expansion of the corporate form 
of industry and business has materialised under peculiar condi- 
tions, not all of them favourable to such expansion. The poss- 
ibility of reaping profits has coaxed corporate expansion, but 
profits have also called forth taxes, and there has accordingly been a 
race between increasing profits and higher taxation. In the result, 
an elaborate and complicated* structure of corporate taxation has 
come into being, almost in a haphazard manntu'. Compel! to steer 
between the long-term need to help the corporate sectoi o grow 
(and with its growth to advance the nation's economy) and the 
short-term need to secure funds for the manifold tci.sks of the 
administration (including the feeding of the ‘public sector' enter- 
prises), corporate taxation in recent vcarslias had to make compro- 
mises of all sorts, now offering tax incentives to promote corporate 
investment and expansion, now drasAcally increasing the tax load 
on the corporations. Corporate taxation has had, besides, to 
reflect, now in greater now in lesser measure, the socio-economic 
policies of the Ruling Party. It is an absorbing subject, if also, at 
times, a most exasperating one ; and I wa^ T tract ed to it both on 
account of its intrinsic interest and on account of its immediate 
relevance to the problem of India's economic development. 

vii 



PREFACE 


viii 

A study of the taxation of CQqx)rate income in India necessarily 
invc|^ves also the exploration of the appropriate backgrounds; 

^ namely, the economics of corporate taxation in general, the history 
of corporate activity in India, and the volume and variety of the 
legislation relating to companies and corporate taxation in Indra.' 
Corporate activity and corporate taxation have fnany features that 
cut across national barriers, while there are other features that have 

I 

a recognisable local colour. Underdeveloped countries, for example, 
have problems of their own, and corporate activity and corporate 
taxation in such countries may have to meet special needs in a 
special way. While trying, therefore, to fi» my g^tze steadily on the 
pjpblem of corporate taxation in the present Indian context, I 
have not wholly ignored the wider backgrounds either. For exanjple, 
in the Appendix I have briefly tried to compare the rates and 
incidence of corporate taxation in various countries. Again, I have 
tried in the first chapter to give a resume of the economics of 
corporate taxation to serve as a theoretical framework to my study. 
For writing this chapter I found the works of authorities like J. R. 
and Ursula K. Hicks, Richard Goode, Nicholas Kaldor, J. R. 
Petrie and R. A. Musgrave very instructive and enlightening.^ 
Likewise, for writing the third chapter, in which I have tried to see 
my way through the tropical jungle of income-tax legislation and 
case-law, *I found the standard treatises of V. S. Sundaram, A. C. 
Sampath Iyengar and G. C, Sharma both invaluable and indis- 
pensable. 

This book is a revised version of the thesis for which the Andhra 
University, on the unanimous recommendation of a Board of 
Examiners consisting of Mrs. Ursula K. Hicks (Oxford), Mrs. Vera 
Anstey (LSE, London) and Dr. A. R. Prest (Cambridge) awarded 
me the degree of Doctor of Philosophy in July 1961. The original 
draft was read by, and profited from the comments of, my Professor, 
Dr. K. K. Das, President erf the Faculty of Commerce, Andhra 
University, and Mr. P. A. sfchan. Financial Editor of The Hindu 
(Madras). Mr. William Peters, Lectuier in Economics at the 
University of Manchester, read the thesis at a later stage and 
offered useful suggestions. I am, besides, deeply grateful to my 
three examiners for their approbation and helpful comments. I 
should also make special mention of the advice and assistance I 
had at every stage from my father, Prof. K. R. Srinivasa Iyengar, 
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who helped me particularly to improve my expression ; and but 
for the way ray parents sustained me with sympathy and encourage- 
ment during my periods of disappointment and gloom, I might not 
have successfully persevered in my career of research. 

^ \While engaged in writing the book, I received kindness arid 
help from many, and in particular from Prof. B. B. Deshpande, 
Mr. S. Jagannathan, Mr. K. S. Sunderrajan, Mr. A. K. Jauhar and 
Mr. V. N. Murty. My thanks are also due to the librarians and 
staff of the following libraries in which I collected the materials for 
this book : Andhra University Library, Madras University Library, 
Library of the Department of Economic') and Sociology of the 
Bombay University, Sir Ratan Tata Library at the Delhi Universij^, 
iht^indu Office Library at Madras, and the India House Library 
at £x)ndon» 

Lastly, I thank my sister, Dr. (Mrs.) Prema Nandakumar, for 
help in the arduous task of proof-n ading as also the preparation of 
the Ind'‘v 
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CHAPTER I 


THE ECONOMICS OF CORPORATE TAXATION 


Like many oikef good things ii life, the coiporate 
tax came into being through error and deception. 

GerharJ Colm 


Introduction 

VER the past few decades, there has grown in India a fairly elabo* 
rate and coQiphcated structure of taxation affecting the corporate 
form of enterprise. As it stands now, this tax structure is marked 
by the absence of any formal coherence, and i«» also somewhat 
inconsist + with the principles underlying corporate taxation. The 
'structure* is, in fact, no structure at all, and could be described 
rather as a shapeless product, the result of recurrent financial need 
and promiscuous piecemeal legislation. In its present configuration, 
it is no more than an accidental grouping of la w^ enacted at different 
times for different purposes and applied to different types of business 
according to the exigencies of the moment. Such a miscellany 
must reflect, not the translation of a uniform principle, but only 
the haphazard expression of a whole host of divergent ideas as 
to what constitutes or should constitute a really fai” basis for the 
taxation of corporations. 

PRE-INDEPENDENCE AND POST-INDEPENDENCE POLICIES 

So long as the Biitish were in India as our rulers, the basic 
criterion of the tax policy was, understandat)ly enough, the need to 
raise funds for running the Government. In other words, the Govern- 
ment^ requiring finances of a certain maignitude, tried to collect the 
amount in as simple and easy a manner as was possible. However, 
after the achievement of independence, there was a radical change 
in the national Government's attitude towards the tax structure 
and policy. Professedly, the dominant feature of our • conomic 
polijy was the maximisation of social welfare. Not only revenue 
was to be collected, but such collection was also to conform to 
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certain socio-economic policies aimed at achieving maximum social 
good. Thus the redistribution of income through taxation became 
one of the determinants of the economic policy of the Government. 
More recently, the feeling of urgency to find resources for the 
'Five Year Plans has given a decisive twist to our taxation polify 
and tax structure. In this way new ideas and new forces are emer- 
ging, and these in their turn are influencing our tax policy and 
structure. 

It is proposed in this monograph to study the evolution, working, 
effects, an ' future prospects of the taxation of corporations in 
India. This subject, interesting in itself, is of particular significance 
in the present context of our economy which Ss at a transitionary 
or so-called *take-off' stage, when every effort must be centred 
on economic growth One wrong step at this crucial stage may well 
precipitate a series of chain reactions leading to a grave set-back, 
if not disaster, to our economy. 

In the past, corporations ha\e played no mean part in the 
economic life of our country. Whatever economic development 
has been achieved in India, the credit for it must undoubtedly go 
in large measure to the various joint stock companies that ha\e 
been functioning here, on the whole with vigour and fniitfuhit^s. 
Taxes being a major factor that affects the wwking of the corpo- 
rations, it IS a sme qua non of their future success that corporate 
taxation should be so conceived and applied as to cause the mini- 
mum ill-effects on 'the functioning of the corporations In other 
words, it lb necessary — it is both prudence and justice- that 
these taxes on corporations should be based on sound economic 
principles so that they may serve the purpose of raising the needed 
‘golden eggs' without actually killing the ‘goose' herself. Our 
task in this monograph is primarily to examine w^hether the Govern- 
ment of India has consistently been following a rational pohev 
of taxing corporations or whether it has meiely been following 
the fatally easy, but really ^unwise, ‘Principle of Expediency,’ and 
fabricating a hotch-potch of taxes wjhi^ accentuates certain funda- 
mental weaknesses in the economy and which renders even the 
administration of the taxes both ponderous and infructuous. In 
this opening chapter, an attempt is made to seek answers to the 
following questions, generally from the economists' point of view; 
What are corporatioAs ? Why should corporations be taxed ? ftow 



THE ECONOMICS OF CORPORATE TAXATION 3 

should corporations be taxed ? What results flow from the imposi- 
tion of taxes on corporations ? 

What are Corporations ? 

The word 'corporation' comes from the Latin corporare, ultimately 
based on a Sanskrit root meatiing ‘to form into a body*. A 'corpo- 
l*ation' has been defined by the Encyclopaedia of Social Sciences 
as "a form of organisation which enables a group of individuals to 
act under a common name in carrying on one or moie related enter- 
prises, holding and managing property and distributing the profits 
or beneficial intereSts in such enterprises or property among the 
associates ... its shares are transferable ; its life independent ol^ 
the lives of jthe individuals ; its debts do not usually create a lia- 
bility for the latter**. This is, of course, more than a mere definition ; 
it is almost a complete descnption of a corporation, which is 
really a ^..bintary a'^^ociation of certain people who pool their 
resources together and undertake some t\pe of activity — generally 
business or trading — for the express purpose of making profits 
If the members of a coiporation choose to function thus, it is 
tiecause of the many benefits that this form of t)rganisation confcis 
on them. The foremost of such benefits, no doubt, is the principle 
of limited liability and the comparative immunity deriMng there- 
from. It is, perhaps, for this reason that the corporate foim of 
organisation has become so popular a feature of the orld of busi- 
ness, and in all countries with a ‘free' economy the ^rporation is 
almost the dominant type — the ‘archetype’ as it ^re — of the 

business structure. Apart from this specific economic role, the 
corporation, because of its general currency and vide popularity, 
brings in its w^ake numerous ‘ocial pioblems as well. Hence it is 
not surprising that Adolf Beile and Gardne» Means should declare : 
“The corporation has become more than a method of doing busi- 
ness, ^t has assumed the aspect of an institution of social organi- 
sation comparable to the St^te itself**.^ 

EARLY HISTORY 

While it is clear that corporations r-nne to be organist I during 
the ^eighteenth and nineteenth centimes, the early origins of 

^ Article on ‘Corporations' m the Encyclopaedia of Social Sciences, 
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corporations are lost in remote antiquity. A. B. Levy, however, 
traces the origins of the corporate form of organisation to the 
Coie of Hammurabi (2075-2025 b.c.).® But it was only during 
the period of the Industrial Revolution in England that the vast 
^potentialities of this form of organisation were noticed, and coS 
porations have accordingly played a greater part in galvanising 
the economy during the eighteenth dhd nineteenth centuiies, tlius 
leading to the phenomenal expansion of the corporate sector iif 
our own times. 

THE CORPORATE 'PERSONALITY* 

If we are to account for the undoubted popifiarity of the coipo- 
^■ate form of public enterprise, we can only point to the 'mystique* 
of the corporate 'personality*. We have seen already tliq,t*the princi- 
ple of limited liability has been responsible for the vogue of the 
corporations. Once a coiporation is established, it ceases to be 
the absolute property of any one individual If a person owns only 
a few shares, he has rights o\ er the corporation and duties towards 
it only to the extent proportionate to his possession of those shares. 
Numerous individuals can jointly own the corporation, but indi- 
vidually they can claim ownership of only an infinitesimal parf 
of the whole. This is how a corporation becomes a separate ‘arti- 
ficial* or, 'fictitious* entity or individual. In this artificial-legal 
form, the corporation is entitled to be treated as if it were a person 
indeed. Actually, however, it w'oulj^ be more appropriate if the 
corporation were described, in Richard Goode*s words, as a "mere 
conduit through which legal and economic relations flow between 
shareholders and others'*.® Thus a corporation has the right to 
purchase and sell property and to prosecute or defend itself in 

* See for a detailed history of the corporate form of business organisa- 
tion, A. B Levy, Private Corporatiom and 1 heir Control, Vol I, Chapter 1 . 
Justice Blackstonc categorically states : "The honour of originally 
inventing these political constitutions entirely belongs to the Komans 
They were introduced, as Plutarch says, ^y Niima , who finding, upon 
his accession, the city tom to pieces by the two rival factions of Sabines 
and Romans, thought it a prudent and politic measure to subdivide 
these two into i .my smaller ones, by instituting separate societies of 
every manual trade and profession." Commevtaries on the Laws of 
England, Vol. I, p. 498. 

• The Corporation Ineoni'* Tax, p. 12, 
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a court of law, as if it were an ordinary human being. But it is a 
person in the legal sense, as distinct from its sh|reholders, managers. 
Dr employees. The corporation is also in itself a deathless entity, 
for it can cease to exist only if the people who own its shares ‘will' 
ifs death and take the necessary legal mensures. Even though th& 
present owners of the stock may not be the same as those who 
were the original owners, still ^he corporation is supposed to retain 
its essential identity. It is j'ometimes compared to a river because, 
just as a river is the same river “though the parts which compose 
it arc changing ever}’ instant"^, so also a corporation is the same 
corporation, though the people who own it mav change from time 
to time. However, even though the corporation is a legal though 
fictitious person, it is subject to certain limitations of action. 
Though artificially created and owning but a fictitious existence, 
a corporation is neverthele-.s a person in the eyes of law', and 
it enjoys certain rights and discharges certain duties. Yet, as 
Normal! v's. i->uJianan lightlv points out, “to ‘-ay tliat a cornoration 
is a legal person, an ‘artificial' person, need not imply that it is 
capable of all those legal relationships optm to ‘naturar person^; 
jWhile a corporation may not many or make a will, it is vet tiue 
that for a vast number of legal situations it Inakes no difference 
whether the relationship in\olves two corporations, a corporation 
and a man, or merely two men: the legal principle is the 
same".'* 

Numerous theoriis have put forw’anl which seek to justify 
the existence of coiporations and at the same tim "o sound the 
origins from w'hich sprang the idea of the corporate . According 
to the ‘sovereignty’ theoiv, if a company is regarded legally as a 
fictitious person, it is because the State or the so\eroign authority 
has allowed such an assumption. Hence Cf'iporations exist because 
the State authoiises theii existence. Ho^e\er, Otto von Gierke 
feels that, w’hen a few peisons join in a contract, this ci cates a 
unity of purpose, an organism poNscs>ing a common wi 1 or determi- 
nation. Thus, according totthis \icw, coipoiations aie but groups 
of persons, and not individual persons however unreal or fictional; 
the corporation is really no more than a method of cc'op^rative 

* Sir William lilackstonc, Comtwutaric^ m the Lau^s of Englind, Vol 

I, p! 

* The hcunomics ofCofpu itc Entcf prise, pp. 38-9. 
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effort.® Another view holds ttyit the corporate personality is just a 
convenient short-ha^d expression to convey certain attributes of 
these associations of persons. For example, from the commercial 
viewpoint, it is specified that the members of a company are limited 
In their personal liability ; and from the legal point of view, actions 
can be taken only against the corporation as a whole, and not 
against the component shareholders. Yet another connotative 
relevance in calling the corporation a 'person' is to emphasise 
the fact that "it is a financial and accounting unit : that is to say, 
it is a unit » )r the purpose of computing cost and measuring income. 
Indeed, in terms of the social consequences, the significance of the 
^corporation as a unit for computing costs an& income doubtless 
exceeds the limited liability feature."’ Whatever, then, may Ije the 
precise justification, it is obvious that the corporate, personality 
is at once similar to and distinct from the individual personality ; 
just as the individual earns and pays taxes, the corporation also 
earns and has to pay taxes, but there are things the individual 
does — a whole complex of emotional or other reactions — which the 
corporation cannot do. Moreover, the foremost trait of the modern 
corporation, according to Berle and Means, is the separation o^ 
ownership and control.® Even though the actual owners are the 
shareholders, the real power is vested in the hands of the paid 
managers and executives. In such a situation, the owners are 
inevitably relegated to the po.sition of mere lenders of money to 
the corporations, wifli alas ! the added risk of losing the principal 
itself should the business fail to prosper. While the limited liability 
principle seems to enable the shareholder to have the best of both 
worlds, the loss of effective control makes him often really have 
the worst of both worlds. Such a situation has definitely an im- 
portant connection with the tax policy of the State, because on 
the one hand there is no^ustification for merely inflating the returns 
to the management and on the other it is not necessary to divert 

• See Political Theories of the Middle Ages, edited by F. W. Maitland, 
pp. 96 ff. 

’ Norman S. Buchanan, The Economics of Corporate Enterprise, pp. 
44 - 5 * 

* See The Modern Corporation and Private Property, especially Part II, 
Chapter VI 1 1, and Part W. See also A. A. Bcrlc, Jr., Power Without Btros- 
perity, pp. 6 [, 164 et seq. 
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to the idle investors more than what is necessary to attract their 
savings.® 


Why Should Corporations he Taxed ? 

A corporation tax is a tax paid by the corpoi ation from its resources, 
income or capital. As we s'Sn earlier, the corporation is but a 
tomparatively recent form of business organisation, and hence it 
w ill be a rewarding task to examine the basis on which corporations 
are taxed. In other words, the cardinal question here is : Why 
should the corporations^ be taxed ? Several answers have been 
formulated, though %ione of them is completely satisfactory. 

THE ^TYNlti^L* FINANCIAL PLEA 

The question-begging reason usually given for taxing the 
corporations is the already established nature of the corporation 
tax. It 1- ’icro, it has been there, and therefore it should be there. 
The corporation tax has somehow come to be established, and let 
us not now upset it ; besides, since it is easily productive of sub- 
stantial revenue to the Government, there is no reason why it 
should be scrapped. In modern countries, the corporation as a 
form of business organisation occupies a dominant position in the 
economy, and hence a tax on the incorporated enterprise will 
naturally have a wide coverage. In many advanced countries, 
the corporation tax brings in a sizeable share of the total revenue 
as compared with the other taxes. When such is inieed the case, 
it is surely superfluous to look too curiously for the ^ tification of 
so productive a tax. However, following (ierhard Ci.im, Richard 
(loode rightly describes this sort of reasoning as merely 'cynical’, 
and proceeds to examine the various attempts that have been 
made at a more positive justification of a corporation income-tax. 

Like the ‘cynical’ financial plea, the plea of administrative 
convenience too is hardly worth M'rious consideration. It is said 
that the corporation is taxejl, not only because it produces a large 
amount of revenue, but also because it entails comparatively little 
administrative inconvenience and expenditure. By Wrtue of the 
fact that the corporations are in the org'^nised sector of the onomy, 

•J[^. (k)ode, The Cotporatiou Income Fax, p. 2 ^ See also Iierle & Means, 
The Modern Corporation and Private Property, pp. 310-1 
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the Government will have no great difficulty in enforcing any tax 
measures on them. The Government, to be able to discharge its 
fuifttions, requires a certain volume of finance to carry on its day- 
to-day affairs or to embark on any special adventures ; and if it 
ifinds that much of the needed revenue could be got with the mini- 
mum inconvenience from the flourishing corporations, it will 
certainly take the line of least resistan(?fe and decide accordingly, that 
is to say, tax the corporations. Moreover, corporation taxes, unlike* 
other ta? — direct as well as indirect — that fall on individuals, are 
unlikely lo evoke much opposition from the large mass of the 
people, except when the increased taxes cqme to be clearly reflected 
in the higher price levels of the products of fhe corporations. 

* Another reason offered in justification of the corporation income- 
tax is that it gives variety to the tax structure. The jnore widelv 
distributed, the more diversified the incidence of taxation, the le^s 
intensively is it likely to be felt at any one point. 

There is, then, the ethical plea that the corporation tax tends 
to reduce inequalities in the distribution of wealth. But there is 
little substance in this plea for, if the State were really .seized l>v 
the ethical motive of redistribution of wealth through taxation,^ 
income-tax on indi\Sduals would serve the purpose more obviouslv 
and more adequately than corporation taxes. The corporation 
tax hits gilmost alike the rich and the poor shareholder, ^^hereas 
income-tax on individuals will be directly in relation to thtii 
wealth or income.' Besides, becaus^‘ of their \'ery 'impersonal' 
nature, corporations cannot, after all, 'enjoy' tht‘ir wealth as ricli 
individuals can. Thus it w'ould appear that if corporations aie 
being taxed, it is only to augment the revenues of tho State ; 
necessity and opportunity, rather than administrative convenience 
or ethical plausibility, seem to govern such taxation. The con- 
clusion, therefore, seemi to be unescapable that the main, if not 
sole, objective of corporate ta.xation is financial, and not .social 
or administrative or ethical. The corporation tax is an cffe/:ti^^‘ 
means of increasing the volume of revqnue, and that is all that w e 
know for certain and all that we need to know' about it ! Such 
broadly is the VynicaT financial plea. 

THE 'privilege' THEORY 

Another theory, originally formulated by Thomas Adams in 
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1917, which is being commonly advanced in defence of the cor- 
poration tax is the 'privilege* or ‘benefits* theory It is but reason- 
able, so runs the theory, that the corporation should pay a ptice 
for the pnvilege of being allowed to exist diid to function under 
the corporate form with its unique advantages Taxes in general 
are sometimes sought to be justified on the ground of benefits 
received by the taxpayers, affd more often than not the argument 
^s negatived by pointing out that such benehts do not subject 
themselves to objective measurement, without which there can 
be no solid basis lor taxation Moreover, in the case of corpora- 
tions, ceitain special privileges come into the picture the liability 
of the shareholderf is limited the corporations ha\e a lease of 
almost perpetud life, transfers of ownership can be effected with* 
easy facilil:)^ the sources of financing cm be vtrv dilfus'^d, and the 
possibilities of intci corporate adiliation i»re endless TIic'nC pii- 
vileges are quite apait from and in addition to the other services 
which me cic cinmei l rcndcis like the maintenance of law and 
order, the assurance of sccuntv of properlN c tc which corporations 
need as much as mere individuals Such benehts and special pn- 
^vileges enable corporations to function srnoothlv and effect iv eh, 
to grow in si/e and to icap large piohts lrom»business Big Busi- 
ness in the foim of corpoiations thrive in modern times mainlv 
as a result of the sptiial benefits and privileges extcnchd to it bv 
the Government Thus the pc^sst'^sion ot such piiviltges as a juiisiic 
personahtv and the enjovnicn^ ol limited liabihtv make a eorpoia- 
tion rather distinct from othei accrttions ol propei ' and rencicr 
it capable of being taxed Veccptirg lln^ line of * ument Mr 
justice' Dav of the Cupreine ( unit of the I nited bt lUs cl Vmeiica 
has categoiK allv stited that the composition tix is not a diieet 
tax at all but onlv an cxcis in the piivikgL if dong busmens 
in a coiporatc capai it\ ’ * 

The ‘privilege'* tlu'eiiv is not cjuitc convincing lx cause tluie aie 
iinpvihtablc eoipoiations which piv no la't s at all but still enjov 
all the privilege's of a coryoiation th it letuilh pavs t ixes The 
successful Pete'is a^-e thus to be apj)aient]v rol bed so that the 
luckless Pauls mav be the lx nehci uies ’ stud aski however, while 
conceding that the eorpen itions are hnitUcl to i.iit up ^nviltges 

I® Goode p 28 

“ Flint 1 9 Stone li-accv Co (2.0 I s 10-) cited b\ Cioodc p 2- 
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in the public — rather than in their own special — ^interest, never- 
theless argues that, whatever the Government's intention, the 
corporations are benefited as a matter of fact, and are hence "proper 
subjects for special taxation". jn other words, taxes are collected 
only from those corporations that benefit from the enjoyment efi 
the given privileges, and not from those that are unfortunately 
unable to exploit successfully the vSrious privileges of corporate 
existence to increase their profits or capital value. 

Apart from all this, it is not possible, as already pointed out, 
to evaluate the benefits received by the corporations from Govern- 
ment recognition, and thus the ‘benefits^theory fails to offer any 
guidance ^\hatsoever regarding the manner in •which they should 
T^e taxed. Thcic is no calculus to measure the value of the 'benefits' 
conferred on corpoiations, for these are only one ot the many 
factors that render possible the profits that corporations make. 
How’ever, as we saw earlier, the special benefits which corporations 
take advantage of arc doubtless a factor — though not a stiictly 
commensurable one — that influences the conduct of their business. 
If this much is admitted, and if there are profits, there is no reason 
why a tax should not be paid to the Government 

Sometimes it is argued ingeniously that, since the privileges of 
incorporation are available almost for the mere asking, they should 
not be copsidered as special privileges at all. Against this Richard 
Goode argues as follows: "The argument that the availabihty of 
the privileges of incorporation to all destroys their economic value 
seems to confuse 'benefit' with exchange value. In examining the 
benefit theory we are considering the social justification for taxa- 
tion, not appraising a marketable commodity".^® The fact that 
some capitalise these pri\ ileges and some do not (or cannot) clearly 
indicates that, for some people at least, these privileges aie really 
profitable in spite of the^axes. In other words, according to Edwin 
Seligman, "it is the indefinite something which gives vitality to 
the enterprise and makes its business worth having";*^ ^me 
make use of the corporate form to soiz% the 'indefinite something' 
that makes the business a great success while, for the others, 

‘Towards a iieory of Business Taxation’, J P E , October 19 jo, 
p. 625. 

The Corporation Income Tax, p 29. 

Essays in Taxation, p. 223. 
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the corporate form is not productive of gain. Thus ii couid be 
reasonably assumed that profits have some causal connection 
•with the benefits received, and could therefore be justifiably taiPed. 

However, it should not be stressed too often that the connection 
between the benefits leceived and the profit that ensues is essentn 
ally vague. If the value of the rights given to a company is to be 
measured by the income, ditddcnds, shares or bonds, and taxed 
^accordingly, these corporate taxes become in no way different from 
the income-tax or dividend tax or a tax on shares or bonds, etc. 
If, on the other hand, in the words of Scligman again, "an attempt 
is made to reach the capital value of the franchise by a method of 
appraisal, without fe.sort to any specific criterion, it becomes mere 
guess work’*.^* 

This, theu, is the crux of the matter : Are we taxing because 
of the fact of incorporation or the fact of accrued profit^ ? If the 
tax is to be based on the benefits of incorporation, then it should 
be levl^-d u'l dl finns, irrespective of whether they are profit- 
making or running at a loss. In such a context, the tax should, 
perhaps, more properly be called a 'fee'. If, however, the tax is to 
^be related to the profits alone, it could be broken down under 
different heads, and .the name ‘corporate tax' w’ould become a 
misnomer. 

It is thus hardly po:>sil)le to advance strictly logical grounds 
for the levy of the corporate tax. Cu'.toin, expediency, and neces- 
sity call the tunc, and the thgorist of public finance must do what 
he can to interpret it and even, if powble, to justi.'^’ it. All that 
can be said therefore is that there is some sort of pi matic justi- 
fication for the tax on corporations, depending no doubt upon 
their special circumstances, though the benefit p’uiciple by itself 
is inadequate to justify or guide the taxation policy. 

THE 'social costs' THEORY 

There arc certain items in the cost .structure a corporation w hich 
cannot be accounted for through the u.sual procedure. These are 
the various social costs which cannot bt' individual!}' paid for. 
There are manj^ governmental services which arc essential for the 
conduct of busines.s ; if the Governir nt failed to pro\K.e them, 
th^se services will have to be organised by the corporations them- 
Ibid., pp. 231-2. 
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selves. To vary the language, the relationship between the Govern- 
ment and the corporation is lhat of an external agent supplying 
services to the corporation and being thus entitled to receive fees 
from it, irrespective of whether the business enterprise in which the 
^corporation is engaged is profitable or not. But, in actuality, iS) 
such payment is asked for or made for a good many of the services 
thus performed. For example, the C^vernment spends vast sums 
on technical and professional education — and education generally* 
—and trains hordes of technicians and administrators, and the 
various bu inesses thus get trained personnel without their having 
to tram them at their own cost from thejbeginning. Public health 
and sanitation programmes undertaken by theSGrovernment arc no 
less essential. For these and other services, the Government hardly 
charges any special fee. As Goode puts it, “Although 'this do(*s 
not alter the economic nature of the services, it means that their 
costs are not reflected in the accounts of private producers''.'® 

A variation of the above viewpoint is that the Government is 
really a paitncr in all business, participating “in the work of every 
enterprise and having a claim on its profits, which it enforces through 
taxation”.'’ But it may be added, however, that the Government^ 
is only an incidental "partner ; the main object of the Government in 
helping the private producers is not profit-making and piofit- 
shanng, bjut social benefit In the process of beiu fiting society, the 
Government partners with th^' companies and diaws its o^\n shaie 
of the profits whenever such piofits l^ve accrued ; this share takes 
the shape of corporate taxes. 

There is another side to the shield too : just as ihe invisible 
benefits received from the Government are not recoidcd in the 
company's books, the damage caused by the company to society, 
however unwittingly, is not also recorded. Many types of business 
activity incidentally cauae considerable damage to the physical and 
human resources of the community. Such damage includes de- 
forestation, pollution of rivers, overcrowding in uiban areas, siyioke 
in the industrial towns, disintegration iof traditional kinship soli- 
darities, etc. These give rise to various problems, and these have 
to be tackled bv measures like public health programmes, soci.il 

The Corporation Income Tax, p. 30. 

P. Studenski, 'Towards a Theory of Business Taxation*, J. T ^ 
October 1940, p. 630. 
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insurance and slum cl(‘arancc schemes, etc. by the Government. 
Naturally, the companies must bear at least a proportion of the 
costs of these measures, and thus corporate taxes may be soi%ht 
to be justified on grounds both of equity and necessity. 

• Thc.se two sets of costs, then, one indicating positive gain to the^ 
company and another indicating responsibility for loss to the com- 
munity, cannot be found in* the books of the company. But if 
Ihese costs too aic propcTlv taken into account, there would be 
found a significant change in the cost structure of the corporations. 
On both counts, therefore, the Government is entitled to claim a 
share in the profits madi^ by the companies. Such broadly is the 
plea made by th^ Spologists f)f the social costs theory in defence 
(>f corporation taxt *5. 

Even so,^thi> theor\', howe^’er seemingly plausible, could only 
e-tablish a vague and remote justification for corporate taxation 
because, not onlv corporations, but also all types of economic 
activity K-i ' this problem of scxdal costs. Theoretically, all forms 
of business deser\e to be charged a shaie in the social costs, though 
it is felt in practi('e that it might be expedient to have the tax limited 
^only to tlv' corporations. This theory also justifies a special tax 
or fee on corporations which are responsible for*any specific damage 
to the community 

The parable of the cistern and the feeding and the outlet pipes 
will illustrate the difficulty of relating meaningfully as well as 
accurately the social costs (positive as w’ell as negative) on the one 
hand and the profits made by the corporations on the other. If a 
cistern is fed with water by three pipes, A, B and L and if water 
from the cistern finds outlet through three other pipes, D, E and 
F ; while it is clear that without the first set of pipes, the second 
set could not take out w'ater, it w'ould still be imposbible to deter- 
mine how^ much of the w’ater brought* in by one particular 
pipe, say A, w'ent out by one of the second set of pipes, say Z). 
And,suppose, quite apart from /), E and F, stray people also take 
out water from the cisteriifin their buckets; this must make for 
more complexity still. So it is with corporations, wdth business 
generally, the social costs and the Governmental benefits on the 
one side, and the corporate profits ^ n the other. Thei is some 
obvious relation betw^een the tw'o sets of factors, but it is not 
mathematically measurable. 
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THE 'socio-political' THEORY 

Adolf Wagner has propounded a doctrine of pu];)lic finance 
knfiwn as the 'socio-political' theory. According to him, there is 
a persistent tendency on the part of the Government to extend 
cits functions both intensively and extensively. The main economfb 
function of the Government should be to bring about equality of 
incomes, that is to say, to level doWti the rich Peters so that the 
poor Pauls may be levelled up. This egalitarian or socialistic? 
approach is sometimes made also with regard to the taxation of 
corporatk’us. Generally speaking, corporations are likely to have 
large accumulated reserves, and they a|jo usually possess consi- 
derable economic power. According to the s(t:io-political theory^ 
*the corporations should be taxed so as effectively to reduce this 
heavy concentration of wealth and to spend the revepfle derived 
from the taxation of corporations on the upliftment of the poorer 
sections of the community with a view to raising their economic 
status. But this approach does not take into account the variable 
economic status of the individual shareholders, as distinct from the 
total economic status of the corporation as a whole. Even though the 
corporation itself may be rich, if the individual shareholders (most 
of them at any rate) are far from being rich, then any tax on the 
corporation will tend to be regressive and the whole socio-political 
purpose of such taxation will be frustiatcd. 

'functional finance' 

a 

Economists likte Abba P. Lemer feel that public finance must 
be 'functional finance' and that the prime objective must be that 
of the maintenance of an adequate level of national income. Taxa- 
tion, according to him, is "important not as a means of raising 
money but as a means of cutting down private spending", because, 
after all, "the Govemn^ent can raise all the money it needs by 
printing it if the raising of the money is the only consideration".^** 
In other words, Lerner feels that the tax system should be usqd as 
a vital tool of fiscal policy aimed at fontrolling tlie economy so 
as to keep it stable at a high level of production, employment and 
national income. More than its utility as a means of raising revenue, 
the tax is a method of persuading or compelling the society to 
vary the distribution of its expenditure and thus influence its 
The Economics of Control, pp. 307-8. 
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propensity to earn and save. A similar argument is offered by 
W. L. Thorp who says that "the powlr to tax is the power to define 
' the character of our economic system".^® against this vtew, 
Harold M. Groves feels that "an economy run by its tax system 
\fould indeed be the tail wagging the dog". 

These are extreme views, though there is doubtless some justi- 
fication for both. Certainly, It is very much to be desired that 
taxes should guide the economy into the avenues of stability and 
growth. Taxes produce certain effects which at times arc crucial 
to the stability of the economy. When taxes are being formulated, 
these various possible effects should be taken into account so that 
from the tax systeA may issue beneficial results. Corporate taxa- 
tion, for example, could be the means of cnroui aging new and* 
smalf unift^ stimulating healthy competition, influencing innova- 
tion, and encouraging the taking of reasonable business risks. 
Further, corporate taxation could be used to check the abuse of 
power corporations and to exerci'^e control over them. 

According to the exponents of this social control theory, corpora- 
tions, despite their notable contribution to the ‘satisfaction of 
human wants, have certain grave di'^advantages as well With the 
^passage of time, corporations tend to (l(‘V(‘lop.anti-M>cial ftMtures, 
the most glaring of these b(‘ing the growth of monopolistic forms, 
the massive concentration of eccmomic penver in the hands of the 
few, and the excessive complexity and intricacy of the corporate 
financial structure. 

It is, of course, necessary that mon(»poly power should be effec- 
tively curbed so that monopolists may not exploit " ' large body 
of con.sumcrs. "The corporation tax and the monopoly problem 
are closely allied", writes Hemy C. Adams, "and no satisfactory 
adjustment of corporate taxatiem can be expected except it be 
made under the influence of some generc^J theory respecting the 
solution of the monopoly problem".-^ However, it is highly pro- 
blen\atic if the monopedy problem could be solved bv higher taxa- 
tion alone because as Petri^, following Kimmel. argues: "If mono- 
poly profit results in exploitation of consumers, as it surely must, 
the consumer is not relieved of his exploitation simply because the 

Taxation of Corporate Imtcfpn^e T.N.E.C ]Monognipii). p. xi- 

*J Post-War Taxation and hionontu Progress, p. i 
The Science of Tinance, p 433. 
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State prevents the monopolist from keeping that part of his net 
earnings deemed to be derived from his monopolistic position*'.®^ 
Orf*the other hand, it can also be argued that the monopolist, 
finding that anyhow he is unable to reap the monopoly profit, 
•might reduce the prices after all. both in order to earn the goodu+11 
of the consumers and to increase the sales of his products. 

The problem of the menace of nias?S\^e concentration of economic 
power is essentially a problem of social justice. The concentration 
of economic power in the hands of the corporations need not b\' 
itself lead to inequality, for the corporations are only fictional per- 
sons. Such concentration becomes haim(ul only wh('n the size of 
the corporation directly reflects an unfair piftce structure and a 
’ monopsoni'^tic attitude towards labour Even in these cases, 
measures other than taxation might prove adequate tp‘dcal eftec- 
lively with the evil 

It has been suggested by Haiold 'SI. Groves that the objective 
of the taxation of corporations must be the simplification of the 
corporate structure.-*^ He waxes eloquent, especially on the various 
dubious methods adopted by the corporations to evade taxes. 
However, more often than not, such intricacies in the corporate 
structure are themselv^es the result of complicated tax laws: it i^ 
indeed a never-ending proce'^s, like an irate kitten chasing its owm 
tail. Again, the reason for corporate taxation given by Groves is 
not convincing, for complexities in the company organisation 
could more easily be remedied by ^appropriate legislative action 
than by a resort to corporate taxation. It is equally possible, as 
already pointed out, that the complicated tax laws, far from reme- 
dying the disease of a complicated business structure, have rather 
been responsible for aggravating the malady still further. If this 
be indeed the case, then it follows that the tax structure itself 
should be subjected to 9 complete overhaul with a view to drastic 
rationalisation and simplification. 

There are many anti-social features which develop in the econpmic 
system from time to time. The tax structure is only one of the 
many weapons that are used against anti-social malpractices found 
in the economy. It must also be realised that taxation is, not only 

■* The Taxation of Corporate Income tn Cinada, pp. 107-8 

Article on 'Equity and Expediency m Business Taxation’ in Upw 
Shall Business he Taxed ?, pp. 39-44. 
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an edged, but also a double-edged weapon. If it is used unwisely, 
it may lead to reduced production witb the attendant consequences; 
and hence taxation as a measure of social control should be gi-Pen 
no more than a subsidiary place in the formulation of fiscal policies. 

THE 'ability TO PAY* THEORY 

Another doctrine often ad\%nced in defence of corporate taxa- 
tion is the so-called 'ability to pay' theory. According to SeUgman, 
this theory teaches that "the measure of general obligation to the 
support of Government is*, in the state as in the family, the capacity 
on the part of the individual to contribute to that support". 
Corporations ought 4o be taxed because, being affluent, they can 
aftord to pay the taxes; such of them as are affluent, at least, ^ 
can. The Ability to pay, generally speaking, derives from the eco- 
nomic condition of the individual or the corporation. But how- 
ever deceptively simple this may look, no two interpretations of 
the coT^^* 1 * the ability to pay quite agree with each other. 

One view is that the corporation may have an individuality in 
the eyes of the law ; it may even reveal certain features of trans- 
acting business not generally found in other type5> of business units. 
l3ut essentiallj the corporation is a form of businesis organisation 
in which individuals join together and do business as a collectivitj' 
with a view to earning profits. The ability to pay is a subjective 
concept which does not take into account numerous personal 
feelings and predilections like the readiness to make sacrifice^, the 
sense of utility, and the desire for security. As stated already, the 
modem corporations are largely impei^v^nal in char ter ; though 
made up of individuals, the corporation itself is c 1 impersonal 
aggregate, even something of an abstraction. Each corporation 
will thus ha\e two factors of ability to pay, \iz. the abihty to pay 
of the corporation as a whole taking into jccount only ih income 
and expenditure, and the abihty to pav of the inditidiial share- 
holders, depending upon each individual shareholder's total income 
and expenditure, not to mejition his unique psychological bet-up. 
The personal ‘abilities’ of the indi\’idual shareholders are different 
from one another and also different from the ability of the corpo- 
ration to paj". It is thus argued that the distinction between cor- 
porations and the shareholders who constitute them is only a 
Essay*: in Taxation, p. *138. 
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legal fiction. Taxes imposed on the corporations are not borne 
by them; it is the shareholders who feel the pinch. Nay more; 
actually, as Kimmel feels,*® the taxes are borne by the shareholders ' 
in the shape of decreased dividends, the consumers in the shape of 
•i increased prices, and by labour as decreased wages. 

This too is special pleading, for it ignores the fact that, in some 
corporations at least, the situation fs somewhat different. In these 
there is an effective divorce of ownership from the managemenf, 
so much so the latter is in a position to "formulate policy for tlic 
good of th* corporation itself, rather than for the shareholders, 
who often receive only a small fractiop of the net earnings".*® 
Paul Studenski also opposes the unitary vieu^'on the score that it 
is based on the false associations of business enterprises with the 
owners thereof.*’ According to Hobson, again, the 'ability to pay* 
is S 5 monymous with surplus.*® 

Richard Goode interprets the ability to pay concept as "the 
capacity of paying with minimum interference with socially ap- 
proved aims*' ; the ability to pay thus signifies, according to 
him, "possession of income or wealth that has in its probable 
origin and use a lower order of social priority, which is socially 
less useful than other private income or w^ealth**.** In other words, 
according to this concept, the State should tax away the socially 
least useful kinds and parts of corpoiatc and even individual 
economic resources. The ability to pay of a person or a corporation 
would thus be a function of both t^e needs of the State and the 
economic condition of the others. All this, however, is extremely 
vague ; there is no measuring rod to differentiate objectively be- 
tween varying degrees of usefulness from the social point of view ; 
and Goode himself is sceptical about this interpretation of the 
ability to pay concept, for he says : "Whether the social-useful- 
ness criterion is identified with ‘ability to pay* is largely a matter 
of convenience . . . ability to pay, socially interpreted, cannot 
be definitely applied to the corporate income tax**.*® 

I* 

•* Postwar Tax Policy and Business Expansion, p. 9. 

J. R. Petrie, r/ifi Taxation of Corporate Income in Canada, p. 103. 

Towards a Theory of Business Taxation’, J. P. E , October 1940, 

p- 633- 

See J. C. Stamp, The Fundamental Principles of Taxation, p^. 75. 

•• The Corporation Income Tax, p 34. Ibid., pp. 36-7. 
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Ultimately all discussion of the concept of the ability to pay 
as applied to corporate taxation teftds to become misty or gets 
> lost in a metaphysical and ethical quagmire, as William Vickfey 
points out, '"More often than not, ability to pay turns out to mean 
jiist about what the user wants it to mean .... Indeed one finds 4 
serious discussion of the ability to pay of corporations as such ; 
at such a point one suspects that the concept of ability to pay 
has degenerated to a notion very close to ‘inability to squawk* 
or at least inability to vote.*'^^ 

CONCLUSION 

After considering 4hc various grounds on which corporations are 
supposed to be taxed — financial, ‘benefit*, social costs, social control, 
and ‘ability to pay’ — we have necessaril}’ to com^ to the conclusion 
that not one of the above pleas can exclusively form the ba‘^is for 
corporate taxation. Economists abou1*half a century ago shuddered 
at the uMit of corporate taxation. But now’ that the taxation 
of corporations has become a regular, universal and an almost 
indispensable feature of the tax system, economists are trying to 
find a rational basis for it Corporate taxation in all modern coun- 
tries originally arose out of financial nece^^itv on the State’s part. 
Having come into the tax structure, it has remained there ; even 
though revenue could be laised in othvT w’ays, still corporate taxa- 
tion i-. being retained because the modern State, with its endless 
extension of functions, can ne\er have too much finance. Eco- 
nomists have tried to discover the motives behind this continuance 
of a tax for which no rational justification otlier tb,m the merely 
pragmatic is available. But, then, like lago’s soliloquies, the^e 
discussions also too often tend to approximate to the “motive-hunt- 
ing of a motiveless” tax w^hose main justification is that it brings in 
money to the State's coffers. None of the various grounds discussed 
in the preceding pages satisfies fully. It is also somew’hat unwise 
to attempt to look for any single motive to justify corporate taxa- 
tion, for there can always Jbe more than one motive behind an 
action. For example, as Seligman saj’s, “A business tax is none 
the less based upon ability to pay because the predominant criterion 
may consist in the profits derived in part from the privileges due to 

Agendx Joy Pyogfes^we Taxation, p. 375. 

•^See Petrie, Th * Taxition of Corp irate Income in Canada, p. 51. 
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the general economic or legal environment**.®® In practice, all taxes 
are motivated variously and have diverse and mixed objectives. 

^he foregoing discussion about the basis of corporate taxation 
has centred around the question whether the corporations should 
pay a separate tax as a corporation or not. If it is made to p«y 
an independent tax without taking into account the assets, the 
sales, or the profits made, it becoifSes no more than a fee, which 
will be just an item in the cost of production. It will be moit; 
appropriate if, in levying the various taxes that are paid by the 
corporation ;, care is taken to .see that the taxes have a proper 
relation to particular objectives. It mz^v thus be that a special 
tax on some corporations will have a clear justification on account 
of some particular benefit received, each individual tax levied on 
the corporation thus having some objective. And on thef whole, the 
ends — be they financial, social, economic, or political — should 
justify the imposition of the %'arious taxes. 

Finally, the economic policy of the Government will inevitably 
influence to a considerable extent the objectives of the tax system. 
If the Government is planning for economic development through 
a widening of the public sector, the motive in taxing will be mainly 
financial. On the other hand, if the Government is not specially 
interested in expanding the public sector but rather m maintaining 
the stability of the present economic system, then the tax system 
will be used, as Lerner and others visualise, only to regulate the 
flow of money into the hands of the^public. 

How Should Corporations he Taxed ? 

Let us grant — ^tardily, and without much conviction, perhaps — 
that the corporations are to be taxed. But the question now arises : 
How ? What should bg the modus operandi ? How is the taxable 
capacity or the ability to pay of the corporations to be assessed ? 
On what basis are the taxes to be levied ? 

Now, apart from a fixed tax (or fee)^ on the corporations as such, 
taxes could be levied on the gross sales, on the capital stock, or 
on the profits of the corporations. The last mentioned is the tax 
base most commonly adopted ; but the other two bases are also 
used, though not very often. 

•* Essays in Taxation, p 
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TAX ON GROSS SALES 

Not seldom a tax on gross sales is describe^ as the most equit- 
able form of corporate taxation. In this connection, Seligman Ays 
emphatically : “The value of the franchise from the economic 
point of view consists in the earning capacity of the corporation. < 
That is the real basis of all taxation and L.iii best be gauged by the 
amount of business done.'*^^ %uch a tax would be akin to a tax 
on the gross earnings of the corporations. In other words, the tax 
could be levied on the total earnings from the business without 
deducting the cost elements incurred in earning the income. Ordi- 
narily such taxes will bellow fiat rates ranging from o.i to 2.0 per 
cent. Public utility •corporations are usually .-ubject to this type 
of tax on the gross sales. 

The principal merit of such a tax is that it is 'certain', and eva- 
sion would be very difficult. But this tax, although it has an im- 
mediate appeal, is not without its Srawback^. It docs not take 
into 1 1 < he cost^ involved in the production of the particular 

commodity. The business might be large in volume, but tlie profit 
margin could yet be very small due to the costs involved and also 
j3ue to the pnwalence of stiff competition. Even though Seligman 
con.siders the tax on the total business done as •equitable in theor}^ 
he is extremely sceptical about the validity of the tax in practice. 
‘The business transacted", he says, *‘is an exceedingly rgugh way 
of ascertaining the prosperity of a corporation. It affords no test 
of profits, and fails to take intq account the personal equation which 
may make all the difference between good and bad management."®'* 
It comes to this : If a corporation is doing good bu less owing to 
efficient management or the operation of any other fa. tor, it will be 
liable to be penalised for just that reason. The expectation of an 
increased net income is a worthy incentive, but if a tax is imposed 
on gross profits, then the incentive loses it» edge. Hence it is plain 
that a tax on gross sales will largely be a tax on initiative and enter- 
prise^ and will tend to help those corporations that arc compara- 
tively inefficient and inacti\*e. 

Yet another aspect of the problem of gross sales is that they are 
largely determined by turnover of capital more than any thing else. 
This, in turn, varies from industry industry, and enf.Tprise to 

** Ibid., p. 237. Ibid., p. 243. 
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enterprise. Accordingly, an enterprise may earn as little as 4 per 
cent on the sales but^as much as 20 per cent on the invested capital, 
as Is alleged to be the case in the Oil industries. Thus a tax on 
gross sales would be a tax on the turnover of capital, ignoring the 
^inventory aspect. 

Another criticism that could be levelled against the imposition of 
a tax measured by the volume of sales is that such imposition must 
add directly to the costs of production. In its incidence it will be 
identical with that of a sales tax. The net result, then, of a tax based 
upon the g :)ss sales will be a shifting of the tax to the consumer. 
Such a tax must therefore be inevitably B^gressix c in character. 

* TAX ON CAPITAL STOC K 

There are two varieties of taxes based on the capital stock of a 
company : an annual capital tax and an occisional capital levy. 
While income, no doubt, has been accepted till recently as the most 
important indicator of an individual's ability to pay, of late capital 
levy too is being viewed as a supplemental y, if not as an alter- 
native, indicator to measuie the ability of people (or corporations) 
to pay taxes. Actually, it is a matter of doubt whether theie i'j 
any justification at^all for a tax on the capital of companies. Very 
often a tax on the capital of the companies proves to be an exten- 
sion of a. similar tax — property tax or wealth tax — on indniduals 
The mere possession of wealth enables individual's to derive a 
certain amount of f)leasure and pijestige, but companies cannot 
.so contemplate the mere existence of capital when tlieie is no 
monetary income from it. In fact, the income itself is the source 
of capital value ; for, as Seligman neatly puts it. ‘‘Physically, the 
fruit is the product of a tree ; economically the tiee has a value 
only because the fruit has a value”.*® 

An annual capital tax is like a fee, though it will \^ary annually 
as per the capital stock owned by the companies Moreover, the 
annual capital tax must come from the profits of the coirvpany 
because it is a regular annual chaige abased on the capital worth 
of the company. One cannot expect the company to go on paying 
the tax indefinitely without making a profit. 

It is true that an annual capital tax is much less damaging to 
incentives than an equivalent income tax. Not being based upon 

•• Studies in Public Finance, p 103. 
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income, an annual capital tax cannot discriminate against* high- 
return risky investment.®’ But as Hicks, Hicks and Rostas say, 

• the method of tax assessment will determine tRe favourable eff^ts 
produced by the tax. They say that collection at source would 
rifin the capital tax. The corporation pays an income-tax if it^ 
gains a profit ; if there is no profit, then* is no income-tax either. 
But a capital tax will have td be paid irrespective of whether the 
Corporation makes a profit or not. As they put it, “unless the firm 
had some means of recovering the tax from its shareholders — 
which docs not look feasible — the lax would be a direct addition 
to overhead costs”. T^is means that the tax will have to be 
shifted of necessity la) the consumers in case the firm fails to make 
a large enough profit and doesn’t know how to recover the amount 
from the itidividual shareholders. Hence Hicks, Hicks and Rostas 
conclude : “The only sort of capital tax which can establish a 
good case for itself on economic grounds is one . . . laid on individual 
holding f capital, and collected from individual capitalists”.®® 

CAPITAL LEVY 

A tax is generally an annual imposition, but a levy may be an 
occasional demand. Capital levy is resorted to.onlv once in a way, 
depending upon the prevailing financial climate. This levy is 
imposed on the capital base, and generally it will not be repeated 
in the near future. Indeed, as urged by J. C. Stamp, ^a capital 
levy, once it has been imposed, should not be repeated for at 
least another tw'ontv-five ye.irs”.'*'* 

The important charactei istics of tiie le\y are t' t it is large, 
and hence it cannot normally be paid out of the ciLient income ; 
it must, therefore, necessarily make inroads into the capital stock 
as well. A capital levy is reallv rather like a big slice cut out of a 
cake ; so much the worse for the cake, for^it cannot be whole now 
— for, here as elsewhere, one cannot botli eat the cake and have it. 
Sinc^e the levy abridges the capital stock, it goes without saying 
that the future productioij capacity too will be correspondingly 
reduced. In view oi these obvious defects, a capital levy will be 
imposed only in times of grave emergency. To quote Hicks, Hicks 

See I S. Gulati, Caf>^tal Taxation, p 0 

The Taxition of War Wealth, pp. 206-7. “• IhiJ., p. 207. 

Stiidi s tn Citryent Ptoblems in Finui^j and Govemm**nt, p. 255. 
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and Rostas again, ''A capital levy is not capable of being adopted 
as a regular part of the fiscal system ; and it is only suitable for 
us€ in emergencies*^.^' And the emergencies that call for the im- 
position of such capital levies are, firstly, financing wars, and 
^secondly, liquidating war debts. 

The problem of capital levy is that it taxes only the physical 
capital and not the earning capitafi, otherwise known as 'brain 
capital*.^^ As with the annual capital tax, the opinion of th3 
economists is that the capital levy must also be confined only to 
the indivio ial shareholders. However, in actual practice we find 
invariably, in the words of Hicks, Hicljs and Rostas, "that the 
levies were laid upon business capital ; indeed in many cases the 
greater part of the levy was collected, not from private individuals, 
but from firms*'. 

In any scheme of taxing the capital stock, the main problem will 
be one of the valuation of business assets. This problem springs 
from the fact that there is no agreed definition of 'capital*. For 
our working purposes, capital could be supposed to comprise the 
money and the stock of goods at any given moment. In ordinary 
life, the individual's capital consists of (a) physical goods — land,^ 
buildings, etc., — whether held for personal use or rent or invest- 
ment, (b) securities. Government bonds, etc., and (c) liquid cash ; 
and it is the valuation of the first item that presents most of the 
difficulties. However, for corporations, the value of the assets 
would be included in the value of^the shares. But the problem 
still remains for certain classes of securities "which change hands 
so seldom that their quotations are more or less fictitious". 
Seligman also feels that to tax corporations on the basis of the 
capital stock at its market value is open to serious objections. He 
feels that "heavily bonded corporations would in this way escape 
taxation ; because in sqfh cases — and they are the great majority 
— the capital stock alone would not represent the value of tlie 
property*'.^® If a corporation that has no bonded debt distriljutes 

The Taxation of War Wealth, p. i8o. 

** See A. C. Pigou, A Study in Puhltc Finance, p. 13^. 

The Taxatioii of War Wealth, p. 185. 

A. C. Pigou (The Economic Jmtmal, 1918), quoted in I. S. Gulati, 
Capital Taxation, p. 39. 

Essays in Taxation, p. 239. 
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dividends, then the value of the stock would be a fair index to its 
earning capacity. But if the corporafion distributes no dividends, 
how is the value of the capital stock to be determined ? It wo«ld 
be “wholly uncertain and largely speculative, depending on the 
manipulations of the stock exchange”.^® 

Taxes based on capital will have essentially — or, at least, p'^y- 
chologically — a distinct disinc^ntive effect. As we saw earlier, an 
fenual capital tax, collected from individual capitalists, could be 
better defended, and would be better than an individual income- 
tax. But, in practice, the income-tax is too firmly entrenched in 
the fiscal system to be replaced now by an annual capital tax. 

TAX ON INCOME 

By far the most common form of corporate taxation is the one 
based on income. Yet, although income has generally been accepted 
as the best conceivable measure of l^ie ability to pay, it is also 
realise'^ income c.'mnot be a perfect indicator of ability because 
of the inherent difficulties in the computation of income lor tax 
purposes. The measurement of inc(jme for the assessment of personal 
income-tax is difficult enough, but the calculation of corporate 
income for the purpose of taxation is a far more difficult problem 
owing to the complications involved in the deduction of permissible 
expenses. 

WHAT IS INCOME ? 

In spite of the considerable thinking that has h^en bestowed 
on the subject, a perfect definition of ‘income’ is yet be evolved. 
There is no dearth of definitions, of course, but non, of them is 
entirely satisfactor}’. The most common definition of income i:^ 
that given by Kobeit Muiiay Haig : “Income is the money value 
of the net accretion to one's economic po\^T between two points 
of time”.^’ How'ever, this definition limits income to money income 
alone^ and therefore a more comprehensive definition is very much 
to be preferred. The problenj of the income concept lies in its exact 
relationship to capital, for capital in its broadest sense generates 
income. According to J. R. Hicks, a man’s income is the amount 

•• Ibid., p. 239. 

•’^Article on ‘The Concept of Income — Economic and I-egal Aspects,' 
included in Readings m the Economics of Taxation, p. 59. 
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which he can consume away in a given period of time without 
impairing the productive ability of his capital.*® Perhaps Hicks 
docs not take into account the factor of saving, for it is not neces- • 
sarjr" that all income should be consumed away. In Hicks's approach, 

I says Kaldor, '‘Capital appears only as the capitalised value o^ a 
certain future prospect and Income as the ‘Standard stream equi- 
valent* of that prospect**.*® Thus capital and income become one 
and the same thing, though expressed in two different ways*! 
However plausible this reasoning ma}' look, it actually involves 
circular rc..soning.^** 

Irving Fisher and, recently, Nicholas I^aldor have defined income 
as the value of a given flow of services. Thiar flow which is taken 
into account is the net flow emanating from all qne*s property ; 
thus “it follows that saving and appreciation in capital value are 
always capital, not income. They are saved from being invested*'.®^ 
This definition tries to solve*the vexed problem of capital gains by 
intimately linking up savings and appreciation in capital value 
with capital. 

From the definitions giv'en above, we may attempt to summarise 
the characteristics of income as follows : 

1. Income is a flow which could be measured only as between 
two points of time, and it is distinct from capital, which is the 
reservoir — or stock — at any given moment ; 

2. Income is a flow which takes place without hurt to the capital ; 

3. Sometimes, however, capital may rise in value, thus leaving 
a gap between the present value and the past value ; it becomes 
necessary therefore, while computing income, to take also into 
account the invisible gains in the value of capital. From the purely 
economist's point of view, income is a net accretion in real terms. 

** Value and Capital, 172-4. An expenditure Tax, pp. 64-5. 

Sec Kaldor : “We cannot first define Income as what is left after 
maintaining Capital intact and then define the latter as what is required 
to maintain Income intact, without getting inv^olved in circular r^iason- 
ing“ (An Expenditure Tax, p. 66). * 

Irving Fisher, quoted in ^Magill, Taxable Income, p. 17. 

The Minority Report (G. Woodcock, H.Jv. Bullock & N. Kaldor) of 
the Royal Corr. uission held that i lentifying income with expenditure 
for tax purposes alone satisfies “Society’s prevailing sense of fairness 
and equity”. Final Report of the Royal Com'nissimi on the Taxatioji of 
Profits and Income (1^33), p. 355. 
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As J. R. Petrie says, “the economic concept of business profit 
involves matching current replacement costs ag^nst sales income". 

* Accretion in the value of capital, caused only by changes in Hie 
general price level, is not income for this in no way increases the 
ne!t gain in real terms. 

As far as a business or a corporation is concerned, the income 
or profit is the residue from the gross income after deducting every 
expenditure item incurred to achieve the gross earnings without 
impairing the value of the capital stock, plus the accretion in the 
value of the capital. However deceptively simple it may look, the 
practical application of the concept to tax purposes is beset with 
innumerable difficulHes. 

As opposed to the economist's concept of real income, the 
accountants concept takes no+e of the money income only. For 
example, an economist will give importance to items like imputed 
interest on equity capital and irnpuftd price to scarce factors of 
productij*. order to determine the real net income. However, in 
a broad view of the matter, accounting ideas of income are not, after 
all, very different from the economist’s concept Hatfield refers to 
“the inn ease in pi oprietorship which has taken place during that 
period, making due allowances for an\^ part •of such increment 
as may have been distiibutcd", and adds : “This is the broadest 
use of the terms, but is one which is occasionallv employed by 
both accountants and economists".^® But, in a somewhat narrower 
sense, accountants limit incomg onlv to realised money gains. Since 
the accounting concept uses money as the standard of measure 
ment, sometimes it has to include unrealised incren its in value. 
As Petrie puts it, “In essence, conventional accounting piactice 
sets up a balance sheet which is a statement of ^osts (prudently 
adjusted for anticipated returns), not a statement of values”.®^ In 
the practical aftairs of biiMuess, the economist’s concept cannot be 
used; for example, it excludes withdrawals and neiv investments 
in cojnputing income, because it is a net concept. So much so, as 
Charles John (laa says, in ilie accountant's concept, “in order to 
face practical difficulties and to gather information in the most 
convenient and economical manner, theoretically correct ideas 

T/tf Taxation oj Coiporatc Iiicoin** in uiidi, p 217. 

Quoted 111 C. J Gaa, lltc Taxation of Coipomte Income, p. lo. 

The T ration of Cotporate Income .1/ Canada, p. 214. 
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regarding income calculation are often deliberately side-tracked 
for more expedient-methods".®* 

^'he definition of income or profit for tax purposes is mainly ' 
based on the accounting practice on the one hand and the adminis- 
trative limitations on the other. As far as the corporation is cdh- 
cerned, the problem is the presentation of the net profit, which, 
as we saw before, is the gross earning wmws the costs plus the capital 
gains, rims the essential idea behind taxation is, not only thTj 
severance of current costs, but also the separation of capital from 
the total 'ains. 

The determination of costs, then, is the most impoitant problem 
in the calculation of the total taxable incojAe. There can be no 
two opinions, of course, about wages, raw materials, salaries, rent, 
etc., which inevitably go into the cost of production. Even so, 
interest on debts constitutes something of a problem. Sometimes, 
owing to the dividends being taxed twice, at the corporate as well 
as the individual level, corporations might resort to bond-financ- 
ing.*® Interest could be treated as a cost of production, whereas 
dividends could not be. Richard Goode rightly considers as 'illo- 
gical* this difference in the tax treatment of corporate earnings 
used to pay interest and corporate earnings available for dividend 
declaration. Yet he too comes to the conclusion that, “in view of 
the practical difficulties and probable economic repercussions, it 
seems that expansion of the corporate tax base to include interest 
and net rent paid would be undesir*y:)lc".*’ 

The problem of the ultimate taxable income could be solved 
only by the valuation of the current assets and the fixed assets. 
The valuation of the opening and closing inventories of a firm is 
the determinant of the cost of goods sold and thus of the net income. 
Usually inventories will be valued at the lower cost of market 
value method. Howe>^r, this method tends to exaggerate the 
profit or loss in times of sudden or sharp shifts in the price level. 
Even though from a long run point of view the imaginary profits 
and losses will cancel out one another,, they will nevertheless create 
special problems during the short run period. Alternatively, the 

The Taxatt ’* of Corporate Income, p. 12. 

«• This was so in the U.S.A. See Donald C. Miller, "Corporate Taxation 
and Methods of Financing", A.E,R., December 1952. 

The Corporation Income Tax, p. 180. 
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base-stock method and the 'last-in-first-out' method are used in 
inventory valuation. But no perfect method is available that would 
meet the various needs of the different types of business. Ultimat^y, 
however, the inventory problem arises solely due to changes in 
thfc price level. If only a stable price level could be maintained, < 
then inventory valuation would not preseni so much difficulty. 

The capital goods used in the production of commodities natur- 
ally wear out. Invariably, owing to the passage of time, the equip- 
ment used becomes obsolete. Moreover, in industries like mining, 
forestry, etc., the marketable materials such as oil deposits, coal, 
and timber come to be cor^pletely used up in course of time Income 
from such industries % actually derived from the sales of the capital 
itself, though in infinitesimal paits This creates the problem of 
the wearing; out or depletion of capital. It may be a slov/ process, 
but one can visualise the end all the same. 

Such being the case, the extent of \tearing out, obsolescence and 
deplct’"'ii h .rid also b^' included in the current costs of production, 
and such costs should be deducted from the gross eainings. As 
William \"ickrey correctly says, ‘‘Depreciation is deducted in order 
to permit the tax payer to recover intact and free from income-tax 
fiis capital in\estinent in plant and equipment. 'In principle depre- 
ciation should reflect the decrease in the value of the capital arising 
from weathering, wear and tear, exhaustion of useful life and obsole- 
scence.”®® Ultimately, the sum of all depreciation deductions 
plus the scrap value will equaHhe cost of replacing the same asset 
when its useful life has been exhausted. In theory, T depreciation 
is correctly calculated, there could never be an}" c ital gain or 
loss, since “the cost or basis of the property, ad)Ui>tcJ by such a 
depreciation allowance, would always equal the works value”.®® 

But, then, this doesn’t happen in e\ery case For one thing, 
the main difficulty here is the inadequacy pf our tools to measure 
the amount of destruction and also to provide the norm. In calcu- 
lating depreciation allowances, many estimates have to be made, 
like the life of the asset anci the cost of replacing the asset in the 
future. Groves, desciioing the depreciation estimates, has remarked: 
“The process involves so many variables and imponderables that 
it may be closer to guess work than to estimating”.®® irt from 

” Agenda for Progressive Taxation, pp ioo-t. Ibid., p loi. 

Post-W %r Taxation and Economic Progress, p. 156. 
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these, changing price levels create a host of other problems. Some- 
times, again, overstatement of profits and understatement of 
d^reciation allowances occur owing to a price rise.®^ As a general* 
rule, conditions of inflation or deflation tend to distort profit 
i and loss reports, because of their effects on depreciation, inventory 
valuation, etc. It is also possible that considerable amounts have 
been set aside for the maintenance of the capital equipment, and 
this must reflect in the depreciation allowances. If even larg(*r 
amounts are spent for the upkeep of the machinery, naturally the 
value will decline less rapidly, and consequently less should be 
deducted for depreciation. ^ 

Apart from such normal depreciation, acQ Dierated depreciation 
allowances also will be allowed with a view to stimulating invest- 
ment. In the words of E. Carry Brown, accelerated dt*preciation, 
‘'broadly viewed, means an increase in the speed with which the 
historic cost of an asset is written off through depreciation deduc- 
tions”.®^ The main advantages of accelerated depreciation are, 
first, reduction of risk in investment, and, second, speeding up of 
replacement of plant and machinery and promotion of new and 
more economical processes ; on the debit side, accelerated depre- 
ciation may sometimes be instrumental in companies discarding 
much useful equipment. It is, however, held by some people that 
accelerated depreciation is not a gain to the taxpayer ; as Ralph 
Brown writes, "After all, the entire outlay is in any event deduc- 
tible from income over some period of time”.®® The advantage is 
that reduced taxes immediately mean availability of more working 
capital (this, even though, ultimately, increased taxes are inevi- 
table), and thus Ralph Brown equates this extra working capital 
with a tax-free loan from the treasury. Psychologically, the scheme 
of accelerated depreciation has a great value. It provides the 
incentive for companies to embark on new investment. 

Many factors being involved in it, some of them imponderable, 
business of necessity is subject to fluctuating fortunes. In one 
year the company may register a huge profit, but in the very next 

See Goode, The Corporation Income Tax, p. 173. 

•* Effects of Taxation : Depreciation Adjustment for Price Changes, 

P- 155* 

Income Stahihsation for a Developing Demoiracy, Erl. by M. \Tilli- 
kan, p. 419. But, in the words of Musgrave, “Over a period during 
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year it may suffer serious loss. In such circumstances, the taxa- 
tion at a high rate of the profit that accrued in t^e first year without 
* taking into account the company's losses in subsequent yefrs 
would be unfair. On the other hand, a uniform levy for all years 
wiM work as a damper to risky types of enterprise. Basically, 
then, the problem of losses is linked with the total accounting 
peHod. Such fluctuations in profits and losses generally affect 
sfhall businesses more than large companies, because the larger 
concerns will have diversified their activities ; profits in one are 
likely to cancel out losses in another. Again, large corporations 
usually maintain huge reserves to tide over periods of loss. Yet, 
whether it is a large me a small corporation, the problem of fluctua- 
ting fortunes is real ; and discrimination is possible because one 
firm with ^ fluctuating income will be paying more to the treasury 
than another which also nets the same aggregate income but 
evenly distributed over the period. Further, this situation is apt 
to be e”e:* . irse under progressive tax rates. As far as the United 
States of America is concerned, J. K. Butters and H. M. Groves 
have independently shown that a definite and marked discrimina- 
Gon between corporations does in fact take place, and the greatest 
discrimination is against those most sensitive* to business cycle 
fluctuations.®^ Not only more taxes are paid by such corporations, 
but they also get less than full income-tax credit for the wear and 
tear of the capital. Thus, as Norris Darrel says coirectly, “it is 
inevitable that any system of income taxation which puts on binders 
and looks only at a particular twelve month period v ill not always 
work equitably".®^ Apart from such equity consider ons, lack of 
provision for offsetting losses can adversely affect risiv-taking and 
the growth of new enterprises A corporation earns a net income 
in a profit-year only after it has reinvested the erosion in capital 
during the loss-year. So the net income of tfee company in a profit- 

which the tax payer expects fluctuations in tax rates, flexibility in the 
timing of depreciation charges permits him (investor) to taV*» depreciation 
during times of high rates and 4hus reduce his tax-liability for the period 
as a whole**. For a lii»t of advantages of accelerated depreciation see 
R. A. Musgrave, The Theory of Public Finance, p. 337. 

J. K. Butters, ‘Discriminating Effects of the Annual Con.putation 
of the Income Tax*, Q. J. E., November n, ; and H. M. Groves, Post-war 
Taxation and Economic Progress, pp. 135-8. 

•* How Should Corporations be Taxed ^ A Symposium, p. 135. 
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year is not in actuality the real net income if the company had 
sustained losses ii\ the preceding years ; the good harvesting of 
offe year has been made possible by the hard investment-sowing 
of the earlier years. Moreover, a newly started corporation will 
not be earning any profits at all (and it will thus be eroding icito 
the capital) during the infant years. A twelve-month accounting 
year can thus markedly accentuate business instability. 

In order to remedy tliis situation a longer accounting period 
than the conventional twelve-month period suggests itself. But 
this, t( 0, is not an ideally desirable procedure because it is not 
good for the corporations to have tax liabilities unsettled for 
long periods. Another method of assessing c-the annual tax pay- 
ment would be to base it upon the average annual profit and loss 
over a period of years. Manv methods of averaging tire put for- 
ward, but again none is entirely acceptable or satisfactory, for 
there is no system which achieves equity and at the same time is 
not so complicated as to create confusion in accounting as well as 
in administration. 

By far the best approach to the problem seems to be the carry- 
over system of business losses. Carry-over and/or carry-back systems 
fall under this category. The carry-over system is preferable to 
the carry-back system, for the latter makes it imperative to reopen 
accounts long since closed. The usual range of the carry-forward 
period is anywhere from five to ten years; even an unlimited 
carry-foiAvard period is sometimes suggested. 

Apart from the taxation of the normal profits of corporations 
which we have so fai examined, other taxes also are levied on 
special types of income earned by the corporations or their share- 
holders. There is, however, verv^ little unanimity of opinion re- 
garding the taxation of these items, namolv, excess profits, un- 
distributed profits, capital gains, bonus shares, intercorporate 
dividends and consolidated returns. 

EXCESS PROFITS 

Taxes on excess profits are levied to siphon off the unusually 
high profits earned during a war period. The reasons given in 
defence of the tax on excess profits have been too often repeated 
to merit any detailed discussion here. Suffice to say that in war- 
time companies are able to amass colossal profits, mainly bec^iuse 
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of heavy expenditure by the Government; hence the Government 
feels that it is entitled to a share in the extra profits. Moreover, it 
*is rather unfair that excessive profits should be earned by Aie 
section of the community in times of war when the vast bulk of 
th8 people is struggling for very survival. The excess profits tax is 
a sort of corrective to this, and it is suppc^scd to be the most effi- 
cient way of taxing the war-time gains. 

* Ordinarily, two methods are adopted to calculate the excess 
profits : the base period method and the invested capital method. 
Under the base period method, the profits of the pre-tax period 
are considered as the ba^c or normal, and the present taxable 
excess is calculated %ith reference to the pre-tax period normal 
profits. Under the invested capital method, profits above a certain 
per cent of the capital will be declared excess and taxed accord^ 
ingly. It has also been suggested that the tax could be levied in 
peace-time as well. Here the idea is ft tax those profits of a firm 
which 'll a hig'.er rate of return on capital than is common 

in industry or more than what is generally supposed to be a reason- 
able rate.”®® If it is decided to have a peace-time excess profits 
t^x, the invested capital method will be preferable, for, if it is 
to be, not an emergency but a continuing tax, no'base will be valid, 
while the invested capital method will have the merit of simplicity 
and uniformity. An excess profits tax during peace-time js advo- 
cated mainly to control monopoly, act as a stabilising force during 
boom periods, and check exct^^sive income inequality. But it is 
no less true that an excess profits tax during ‘n-^ mal' periods 
may tend to curb initiative and encourage wastefiu xpenditure 
on the part of the companies, not to mention innumcraole adminis- 
trative problems involved in the imposition and ''ollection of a 
permanent excess profits tax It would thus be, on the whole, 
advisable for the Government not to levy«an excess piofits tax 
in peace-time. If huge profits are earned hy some corporations 
for long stretches of time, then the remedy wxnild lie in appropriate 
anti-monopoly laws. 

UNDISTRIBUTED PROFITS 

More often than not, the treatme* ' of undistributed profits 

•• J. R. Hicks, U. K. Hicks, and L. Roslas, The Taxation of War 
Wealth, p. 3 j. 
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presents difficulties. It is customary for the corporations not to 
distribute by way* of dividends all the profits earned by them. 
Tlfe amount thus kept back from the shareholders is utilised mainly * 
for the expansion of the business. Such ploughing back of profits 
^ into the business is a sine qua non for the healthy growth of fhe 
corporate sector. But sometimes profits are left undistributed 
for quite another reason. The dividends are taxed as per the 
personal income-tax rates, but that part of the company's profits 
which is not distributed as dividends is left untaxed, even though 
this also is <he shareholder's income. Whereas the savings of 
individuals and partnei ships are taxed, the savings of shareholders 
in the shape of undistiibuted profits are left^ut of the purview of 
taxation. The shareholders thus enjoy a tax free income in the 
shape of capital gains. This may be said to constitute a clear 
case of discrimination against individual proprietors and partner- 
ships. If, on the other hand, such undistributed profits arc taxed 
at a uniform rate, even then discrimination takes place, though of 
another kind ; now the discrimination is between different share- 
holders, for the tax does not take into account their individual 
total income.®’ 

• 

When undistributed profits are not taxed, there is not only some 
discrimination as above indicated, but there may also result mis- 
allocation of investment of resources. A. S. Dewing thinks that 
corporate savings tend to encourage the ever-growing expansion 
of factory equipment; thus leading to booms and depressions.®® 
The favoured treatment accorded to dividend income has adverse 
effects on investment in risk capital, and thus only large and well 
established corporations will be able to secure new capital for the 
requirements of expansion. The problem of undistributed profits 
is thus created by the taxing of corporate income and dividends 
separately. To solve /the problem of undistributed profits, the 
remedy can only be the integration of the corporate and personal 
income taxes. Any such integration scheme must treat the divi- 
dend income shareholders of all income groups equitably and at 
the same time prevent undue tax avoidance through corporate 
retention. The important means suggested to achieve such inte- 

See A. G. Buehler, The Undistributed Profits Tax, p. 57 

•• See H. M. Groves, Post-war Taxation and Economic Progress^, pp. 

46.7. 
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gration are the Partnership method, Dividend-credit at the corpo- 
rate level, Dividend-credit at the individual lev^l, and the withhold- 
ing approach. 

P/IRTNERSHIP METHOD 

In the partnership method, the corporation income-tax is not 
levied. For purposes of taxation the corporation is treated as a 
partnership firm. The profits of a corporation — whether distri- 
buted 01 not — are divided among the owners of the corporation, 
and these owners are taxed accordingly. Stockholders show their 
share of the corporate profits and losses on their income-tax returns, 
just as they show an^r other items of income or loss As far as the 
capital gains taxation is concerned, ‘'the basis ol stock would be 
increased by the amount of undistributed profits taxed to stock- 
holders and would be decreased by the amount of losses allocated 
to stockholders’*.®® 

On paper method appears to be sound and logical. For 
practical application, however, the scheme presents many diffi- 
culties. Moreover, the scheme doesn’t take into account the per- 
sonality of the corporations as such, which is real in its own way. 
But apart from this objection, the difficulties inherent in this 
method make its application next to impossible. As a general 
rule, corporations have hundreds or even thousands of shareholders, 
and it would be a terribly complicated task to allocate the profits 
and losses between them all. Besides, some listed stocks pass from 
hand to hand too often to permit the fixation of owner^^hip for a 
given year on one person. Further, not all investors ar.d share- 
holders are of the same type 'Tf all corporations were thoroughly 
solvent, says H. S. Simons, “and if their security issues were 
uniformly lestricled to three or four standard contract forms, 
the task would not be altogether forbidding .... On the other 
hand, where companies have a great variety of contracts with 
their ^investors, and where some classes of securities represent 
no clear equity at all, apportionment is almost out of the 
question.’’’® 

One writer, H. M. Bowen, has argued in favour of partnership 
•• Goode, The Corporation Income Tax, p. 184. 

’®^See his paper on 'Optional Partnership Treatment of Corporate 
Famings in How Should Corporations he Taxed ? A Symposium, 61-71, 
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option to small corporations. According to him, this method 
would reduce discrimination against corporate, as compared with 
nofi-coiporate, business. Under this scheme, small businesses could 
operate under the corporate form and thus obtain the needed 
''relief without unduly jeopardising the interests of the treasuty. 
However, J. K. Butters feels that this method will not really be of 
much help to the small corporations This is because a tax saving 
would arise only if the marginal rate of tax of the shareholder wa% 
lower than the corporate rate. If the shareholder had a large 
income from other sources, then he would actually be required 
to pay more by way of taxes. 

DIVIDEND-CREDIT AT THE CORPORATE LEVEL 

In the dividend-credit at the corporate level method, *the corpo- 
rate and personal income-taxes are retained. But the corporation 
is granted a deduction for th^ dividends actually disbursed, and the 
dividends are taxed only at the hands of the shareholders : thus 
'double taxation* of distributed profits is completely eliminated. 
This method will also ensure lesser tax avoidance through undis- 
tributed profits. Moreover, less leliancc will be placed by corpo- 
rations on borrowed capital If the tax reduction leads to the 
declaration of bigger dividends, individuals will have more incen- 
tive to invest, which is certainly very desirable. 

The difiiculty with this scheme its bias against small and 
expanding corporatidns because, ;whcreas big and established 
concerns will be able to distribute large di\idends, smallei conceins 
will have to depend upon the ploughing back of profits for exj)an- 
sion. This method of taxation is different from a tax on undistri- 
buted profits only 'semantically*, and hence it suffers from most 
of the defects of an undistributed profits tax 

DIVIDEND-CREDIT AT THE INDIVIDUAL LEVEL 

According to this approach, the corporate income-tax will be 
retained, but an exemption or tax-credit will be given to dividends 
received by the shareholders. This could be done in three ways : 

(i) Imposing a ta x on all profits of the corporation, but treating a 
part or the whole of it as a withholding tax when dividends are 

See his paper on 'Should the Profits of Small Corporations be Tjixed 
hke Partnership Earnings ^ * in the same Symposium. 
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distributed ; (2) Exempting dividends from an individusd top- 
bracket rate ; (3) Excluding a part of the dividends received from 

the taxable income of the shareholders. 

The main objection to this approach is that it offers substantial 
advantages only to shareholders with high incomes. Moreover, 
there is another problem to be solved in the application of this 
scheme, namely the determination of the type of dividends to 
which a credit is to be attached. For example, the law may 
confine itself to the most junior class of shareholdcis, leaving out 
the preferred shareholders. In essence, however, this scheme looks 
somewhat like the withl^olding approach, which wc shall examine 
presently. 

THE WITHHOLDING SCHEME 

Under this scheme, a tax is levied on all corporate profits. This 
tax is, besides, regarded as having b?en paid by the corporation on 
behalf of siiarcholdcrs. When presenting their income-tax returns, 
the shareholders will include, not only the dividends distributed, 
but also the tax paid by the corporation on their behalf. The share- 
holder is then allowed to deduct from his tax the amount of the 
tax paid on the di^ddends by the coiporat^* mi? If the corporation 
has paid tax at a higher rate than the shareholder’s individual tax 
liability, then he would be entitled to a refund from thp Govern- 
ment. 

The withholding method reduces the double taxation of distri- 
buted profits because it .sets off all or part of the tax ^ d by the 
corporation on such profits against the tax liability of e share- 
holders. The advantage to the shareholder is that he is not required 
to pay a tax on the dividends unless Lis individual tax liability 
exceeds the amount w^hich the coiporation has paid. 

Tax rates are a problem for the withholding approach. If tax 
avoidance through the accumulation of undistributed profits is to 
be prevented, then a high withholding tax (equal to the t^^^p-bracket 
personal income-tax) is a necessity. But this is sure to produce 
deleterious effects on corporate enterprise. Accordingly, there 
must be a correlation betw^een the individual income-tax rat^ and 
the corporate tax rate for the succes *il application oi this 
approach. 

Randolph L. Paul, Taxatimi for Prosperity, p. 364. 
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CAPITAL GAINS 

The treatment of capital gains and losses in the field of corpo- 
rafe taxation is important for two reasons : (i) the capital gains 
tax is related to the problem of the integration of corporate and 
^personal income taxes, (2) the main problem of income-tax is^o 
make a clear distinction between income and capital receipts. 
If the ability to pay concept alone is applied strictly, taking into 
consideration only the receipts, then capital gains have to be taxed; 
and the problem here is one of deciding whether capital gains should 
be deemed ordi.iary income or as a special kind of income. 

Capital gains in the ordinary sense are* the profit that one makes 
in selling any of one's assets which are not rffered for sale in the 
usual way of business. In the same way, capital losses are the 
decline in the market value of such assets. The main sources of 
such gains and losses are those capital assets which are owned 
mainly for making an incomfc rather than for consumption purpo- 
ses. Such assets include corporation securities, real estate, Govern- 
ment bonds, and interests in partnerships, leases and contracts. 
Capital gains and losses are the result of the same factors which 
cause unexpected gains or losses from the exchange of goods, 
These factors are : * 

1. A change in the absolute value due to natural growth ; 

2. A change in the value of a particular property in comparison 
with the value of other properties due to external causes ; 

3. A change in the money value of property due to appreciation 
or depreciation of currency ; and 

4. Accumulated errors in asset amortisation of prior periods.’® 

From the tax-gatherer's point of view, the gain or loss must be 
realised ; here increases or decreases in the value of the capital 
assets are not to be included in the income-tax returns. The reason 
is that it is impossible to get at the unrealised capital gains ; and 
this aspect of the capital gains taxatkin provides the major loop- 
hole. Wealthy tax payers could easily evade such taxation by 
delaying the realise tion, and when they die, the property, inclusive 
of capital gains, will automatically pass on to their heirs. 

Capital gains represent a real increment in one's economic jjosi- 
See C. T. Gaa. The Taxation of Cori>orate Income, p. 02. 
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tion when there is an absolute change of value. In the four factors 
listed above, all except the third mean a real increase in one's 
economic power. 

Opinion is not unanimous regarding the tax treatment of capital 
gains and losses. Those who favour a tax on the capital gains ^ 
argue that these are not different from ordinar} income, for these 
capital gains also increase the economic power of the individual, 
tfven as capital losses reduce his economic power ; and hence there 
is every reason to add the former and deduct the latter from the 
ordinary income But most of the authorities who favour the tax 
stress that only realised gains and losses should be taken into ac- 
count. Before the gpjn or loss is realised, the gam or loss exists 
only as capital The point where the capital gain separates itself 
from the dfeipital is the actual sale. In the words of Sehgman, "the 
real point is the separation of the increment from the capital. The 
separation is necessary in order to constitute income The incre- 
ment when minted is income, the increment unseparated 
remains capital."^^ In other words, an unicalised capital incre- 
ment cannot be considered as income, but only as an accretion in 
the value of the capital. Only when the idea of an mciement in 
economic power and its actual lealisation arc* filled does the ab.lity 
to pay emerge as a positive conclusion But capital gams and losses 
have other characteristics which distinguish them from ordinary 
income, and in these one finds the objection to taxing capital gains 
as ordinary income 

Firstly, capital gains are occasional and ii regular, ar 3 hence 
they cannot be considered as current disposable incon It is 
unfair to tax capital gams as the income of the year m whim they 
are realised, because this discrim nates in favour of regularl\ com- 
ing ordinary income. Moreover it i- but natural for a person to 
suffer sporadic losses also, even as he enj^-s sporadic gains, and 
it is possible that capital gams and losses will after all cancel each 
other out over a long period. 

Secondly, capital assets |Lre valuable because of the incomes 
that are expected of them and, of course, it is such derived income 
that is taxed. *Such being the case, a rise in the value of capital 
reflects only an anticipation of increased in'^ome from it. Ta" • ig 
both the increase in income and the rise in the value of capital 
Studies in PitHic Finance, pp. 114-5. 
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(that is, capital gains) from which the increase in income derives 
is thus a case of taxing the same thing twice. 

c 

If a strictly economic interpretation is sought, then capital gains 
cannot be considered as income. From the standpoint of general 
economic theory, "the essential element in a capital gain or loss 
is its unexpected character. An expected rise in the price of any 
asset is ordinary income ; an unexpected rise, a capital gain”.^® 
Moreover, capital gains do not meet the definition of income as the 
money value Oi the gross income which could be used up without 
destroying the prospect of equal gross in^'ome in any future period. 
However, our immediate concern is not to inquire into the pros 
and cons of capital gains taxation, but rather to <^cq whether the 
exclusion of capital gains from the tax base will occasion any 
injustice so far as the treatment of undistributed profits is concerned. 

H. C. Simons, Nicholas Kiddor and many others have advocated 
that business should be left untaxed, but that the realised capital 
gains from holding corporate stock should be treated as taxable 
personal income. Under the proposal of Simons, realised capital 
gains from holding corporate stock would be taxed at the same 
rates as other personal income.’*^ Kaldor too makes this point 
explicitly : "If capital gains were taxed, in the same manner as 
ordinary^ income, and at the same time as they accrue, there would 
be no logical justification for taxing company profits as such — the 
benefits derived from these profit.s would be adequately and far 
more appropriately taxed in the hands of the individual property 
owner".'^® It is true that, for administrative reasons, only realised 
gains will be taken into account. But, then, transfer of property 
through inheritance or gifts should also be reckoned as realisation. 
Vickrey also supports this method : "Full taxation of capital 
gains would substantially reduce the opportunities for avoidance 
through reinvestment of earnings, for then all such earnings would 
eventually be taxed at full rates". 

See Lawrence H. Seltzer, The Nature and Tax Treatment of Capital 
Gains and Losses, p. lo. 

Ibid., p. 47. 

See H. M. Groves, Production, Jobs and Taxes, pp. 25-6, 40. 

’• An Expenditure Tax, p 146. 

Agenda for Progressive Taxation, p. 151. 
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However, this approach too is not without its drawbacks. In 
he first place, this involves the postponement of tax collection 
ill the appreciated stock is actually sold or passed on to the inheri- 
Drs. Groves makes this point clear when he says : 'The timing 
{•taxation is exceedingly important, and it is doubtful if any 
urdens imposed upon the dead can make up for immunities allowed 
he living**.®® Even though Kaldor argues in fa\our of a capital 
bins tax, he is not blind to its deficiencies, especially the facility 
gives to individual capitalists to indulge in irrational and anti- 
3 cial behaviour.®^ Actually, however, Kaldor advocates an expen- 
iture tax at the personaj level as a remedy for all the problems 
reated by corporat4 taxation. “The justification for company 
axation would disappear**, he says, “if the princi])le of taxing 
icome were abandoned in favour of taxing expenditure. For 
nder an expenditure tax, all capital gains would automaticalU^ 
•e brought into charge in so far as tfiey were spent, while in so 
ar as they \ v-lc on V ♦^d, they \^ould be no more liable to tax than 
ny other form of saving.*'®^ But the introduction of an expendi- 
ure tax raises its own crop of difficulties, though we are not con- 
erned with them here. As for the capital gains taxation, a majority 
f the economists favour it in theory, though a like unanimity 
oes not prevail regarding the manner in which capital gains should 
»e computed and taxed.®® 

JONUS SHARES 

Othciwise called also stock dividends, bonus shares are c*n inte- 
esting method of distributing the accumulated earnings f the 
orporations without, however, actuallv distributing them. What 

Po^t-war Taxation ami 1 conomte p. 61. 

An Expenditure Tax, p 171. 

Ibid., p. I \b 

** It is interesting to S('c what the Ro\al Coniinission on the Taxation 
►f Profits and Income has to sav C)n this subject 

“•The propiicty of the tax has rcccned stime snppoit on nonomic 
grounds, the view being advanced that the absence of a tax on capital 
gains contributes to the course of inflation. The piemise is that the 
capital gain f<?rms a resource that is peculiailv likely to be withdia\Mi 
from investment and expended in consumption”, 
wen such a defence being hanlly convincing, ‘le majoiitv obscix’cs • 
'N^ sound conclusion could be arrived at, one way or the other, on 
his theme”. (Report, p. 36). 
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is done is that new shares of stock are issued to the shareholder in 
proportion to their present holding ; this issue of bonus shares 
t<f the existing shareholders does not, of course, confer any extra* 
privilege on them ; actually what happens is that a part of the 
reserves is converted into fresh paid-up capital. In the resalt, 
even though the earning capacity of the company remains the 
same, there will be a proportionate decrease in the dividend per 
share. • 

Sometimes these bonus shares are taxed as current income on 
the ground that this is a method of tax-avoidance. Theoretically 
such ta.^ -avoidance is possible, for, as ,\nderson says, “receivers 
can immediately sell their share and be tax#d only on the capital 
gains dating from the purchase of the original shares, rather than 
at full income-tax lates on the market value of the dividend*'.** 
However, shareholders as a general rule tend to treat their stock 
dividends as capital rather Kian as income. Moreover, the brokers' 
commission charges make the sale of a few shares of stock relatively 
expensive, and hence the stockholder, in a majority of cases, will 
not sell his stock. Economists like Seligman have held the opinion 
that stock dividends are not incom^^ The test for current income 
is 'separation' and 'realisation'. Applying these two criteria, 
Seligman comes to the conclusion that the stock dividends are 
not current income But this view, plausible as it sounds, cannot 
be accepted without demur. If accumulation by corporations in 
the form of undistributed profits could be considered as an accre- 
tion in the economic power of the shareholders (through the rises 
in the value of the shares), why should the stock dividends also 
not be considered as a method of increasing the economic power 
of the shareholders ? 

INTERCORPORATE DIVIDENDS AND CONSOLIDATED RETURNS 

If ever the system of intercorporate holding of shares and pre- 
paration of consolidated returns is resorted to, the result may very 
well be the emergence of monopoly, florporations sometimes hold 
shares of other corporations, which likewise hold shares of still 
other corporations, leading to a chain reaction of control from one 
end, thereby inevitably attracting monopolistic attitudes and 

** Taxation anu the American Economy, p. 219. 

•* Studies in Public Finance, pp. 22-3. 
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practices. On the other hand, consolidated returns are a device 
to reduce or avoid taxes. For example, if a particular concern 
is prosperous and nets in a high income, it may have to pay®a 
higher tax rate than a concern that is less prosperous and is 
eaAiing little if not actually losing. In such a situation, two or more 
concerns can join and present a consoli 'ated income-tax return. 
The high profits earned by one corporation will be cancelled out 
by the losses sustained by another. Ordinarily a special tax may 
be levied for permission to present such a consolidated return. 

JUSTICE IN TAXATION 

It is only when we have decided what the income of the taxable 
corporation is that the problem of ‘how to tax' arises. Normalh^ the 
objective ot any tax is to bring in a certain volume of revenue to 
the treasury. But the necessary precondition is that the tax autho- 
rities should utilise this instrument %)f taxation to extract the 
needed revenue without unduly harming or harassing the taxpayers. 
In olhci v oivis, the .ax should conform to the canons of justice. 
Now the application of the canons of justice to corporate taxation 
cannot be accomplished easily because, as we have seen earlier, 
this involves considerable subjective interpretations and judgments. 
However useiul statistical techniques may be in other branches 
of science, they don’t help, or help fully, the tax-analyst. Ihey 
are occasionally suggestive, of course, but actually not much reliance 
can be placed on them. 

Justice in corporate taxation could mean two things : 

1. Justice for the corporation which pays the ix : the tax 
should not be so repulsive in its effects that the corporation 
is made to suffer irrepaiablc d^miage ; and, 

2. Justice in relation to other corpora^ons : in other words, 
any criteria for taxation should be applied to all the tax- 
jiayers, after giving due regard to the individual circum- 
.stances — discriminatioii being avoided as a rule. 

To take the first point first : Justice the corporation uith 
reference to taxation means leally taxation within its ability to 
bear : that is, taxation that is not in . '^ess of the taxable capacity 
of t&e corporation. Here the problem is one of determining the tax- 
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able capacity. The two points of view regarding the concept of 
the taxable capacity are, first, the capacity to pay regardless of 
tiie ensuing suffering, and, secondly, the capacity to pay without 
appreciable difficulty. The first view countenances the taxation 
of the total net profits to what G. Findlay Shirras has called^’the 
'‘limit of squeezabilit}"”.**® The other point of view is more com- 
mon. This takes into account the amount of profit which the cor- 
poration can spare without limiting its own normal activitifs. 
Even so, it must be frankty admitted that the concept of taxable 
capacity is most vague, and cannot therefore serve as a practical 
guide to taxation. The trend of profits seen in conjunction with 
the trends in price level could give, perhaps^ a far better indicator 
as to the taxable capacity of a corporation. 

As regards the second point, Justice in corporate taxation must 
obviously mean also uniformity of treatment to all taxpayers. 
In other words, the 'burden*#* borne by different corporations should 
show evidence, not of discrimination, but of impartiality. To put 
it in yet another way, the tax system should not treat essentially 
similar classes of taxpayers unequally, or treat essentially different 
classes of taxpayers equally. This principle is termed by II. M. 
Groves ‘neutrality* in taxation', which really means taxation that 
does not alter the existing allocation of resources. It docs not 
follow, however, that neutrality should be the sole aim of taxation. 
As Groves judiciously adds : "The thought is not that taxes should 
be neutral rather than equitable ; they .should be both. Or perhaps 
more accurately taxes should be equitable and they should 
deviate from neutrality only for an adequate public purpose".**" 

The manipulation of the tax rate is the one cla*^tic instiument 
with which the Government can try to mete out justice to the 
corporations. Even then, as Kaldor says, "the choice of the princi- 
ple on which the burejen of taxation can most fairly be allocated 
between persons is ultimately a moral and not an economic one".**** 
Now the choice is mainly between progres.sivc and proportional 
taxation. Both progressive and proportional rate's could be based 
on the criterion of the ability to pay, and both have protagonists 
to claim that it alone, the progressive or the proportional rate, is 

The Science of Public Finance, Vol. I. p. 220. 

Article in Jsaiional Tax Journal, March 10 1 8, p. 18. 

An Expenditure Tax, p. 25. 
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the ideal mode of apportionment. The basis of proportional taxation 
is the nondisturbance of the existing distribution of wealth, whereas 
•progressive taxation aims at decreasing the present econoiri!c 
inequality (that is, it attempts a more equal distribution of income, 
prdjperty, expenditure or any other measure of the economic status 
of persons). The cornerstone of progressive taxation is the dimi- 
nishing marginal utility of money. As .^uch it could be applied 
oflly to human taxpayers, and not to institutional taxpayers. 
‘‘Genuinely progressive taxation”, says Vickrey, “is necessarily 
personal taxation. Progressive taxation may be defined as taxa- 
tion which tends to promoV" economic equality. In a progressive 
tax system it is the individuals that are taxed, and not the income 
or the profits as such ; the aim is to contain the economic power 
that high incomes or pn^fits give to individuals within reasonable 
bounds, an attempt at a drastic lowering of the eronomic ceilings 
of individuals in the hope that thereb5^ the gfmeral economic level 
of the entire community will li-^e. 

As *.v^ earlier the attempt to ^ubjec't to progressiv’e rates 
the unusually large ])rofits of a corporation without taking into 
consideration the conditions of the previou'^ or succeeding years 
is obvious injustice \ctually, piogres^ve taxation as applied to 
companies can in practice Ix'rome regi“'>sive. It the shares of the 
corporation with a large income were owned by relativi*ly poor 
people and the shares of the corporation witli a small income were 
owmed by the relatively rich, tl^en the whole object in ha\'ing pro- 
gressive rates of taxation must fail As Seligman savs, “the appli- 
cation of the progn‘ssive principle to corporation ’ therefore of 
dubious expedienev”.'*^’ As far as corporation^' . concerned, 
proportional taxation will bring about the desired lesult of equali- 
sing the buiden of corporations with difterent levels of income. 
It is not to be supposed, of course, that a oijppurtional corporation 
income-tax does not at all produce the effect which progressive 
taxatjpn brings about, for, in aggiegative terms, the taxation of 
corporate income, by reducigig the dividend incom . reduces the 
total disposable income of the larger income groups more than it 
reduces the total disposable income of the smaller income groups. 
This is all that W'e can legitimately hope to bring about. 

Agenda for Progressiir Taxation, p. , 

Progressive Taxation in Iheory and Piactice, p. ^i8. 
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Effects of Corporate TaxaJtion 

Rjrhaps the most vexatious problem in the field of corporate*" 
taxation is the difficulty of determining who exactly bears the 
tax burden ultimately, and what the consequences of this are. 
The first half of the problem involves 'shifting and incidence*, 
while the second half involves a study of the effects of the tax on 
the economic system. The tax gatherer may collect a tax froin 
somebody, but the actual burden may quite possibly be borne 
by someone else. A consideration of this problem is important 
for policy makers. As we saw at the vei;y outset, the tax is a very 
useful but at the same time a somewhat dangerous tool ; a double- 
edged weapon, in fact. Its usefulness could be enjoyed only if it is 
made to do what it is appropriate for it to do ; a razor is meant to 
shave, not to cut, though it can be made to cut if one wants to put 
it to such perverse use. Th^ question of who really bears the tax 
burden is of particular relevance in the field of corporate taxation 
because, unless the tax remains where it is intended, it fails to 
serve the purpose of the taxation, unless, of course, one takes the 
'cynical* view that, after all, it is the business of a tax to bring in 
revenue, let it come from where it will. If forward shifting takes 
place, then the tax falls on the consumers ; if backward shifting 
takes place, the tax falls on the factors of production. If the tax 
is thus shifted one way or the other, then the cry of the corporations 
that there is 'double taxation' or 'inequity' cannot be verv valid. 
The corporations cannot shift the tax and at the same time com- 
plain about the repressive effects of taxation. 

SHIFTING AND INCIDENCE 

There are broadly three viewpoints regarding the shifting of 
direct taxes on incoinp and profits. The view generally favoured 
by the economists is that the direct taxes on profits cannot, and 
are not, shifted by the taxpayer in the form of high prices. On 
the contrary, the businessmen say tjiat they can easily shift the 
taxes, and they actually claim that they are in fact shifting the 
taxes. They consider corporate taxes as costs, ancl as costs must 
be paid for by the public in prices, and are so paid for by the public, 
like any other consumption tax. The third viewpoint is a via media 
between the above two extreme views. According to this,* the 
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taxes over a period of time inevitably come to be widely diffused 
in the whole economic system. The taxes not only raise the cost 
•of goods and services, but also keep wages lower and limit the 
yields on risk-bearing investment. 

The first view, the economic argument, is best presented in the 
words of A. C. Pigou : ‘Tncome tax is assessed on the profits 
resulting from trade and industry, and if, as may be presumed, 
p5bple are already charging the prices that yield them the best 
profit, the removal by the State of a portion of the profit will not 
tempt them to fix prices differently”.**^ Further, income-tax being 
a net tax on income, pi^jducers cannot transfer their business 
from one industry to ^pother in order to evade the tax. The price 
is determined by the marginal producer who makes no profit. 
A tax on any commodity based vin the units affects, not only the 
cost of the prosperous profit-making producer, but also the struggling 
marginal producer, whereas a tax on profit affects only the profit- 
making producer. “But,” argues Seligman, “a tax on income is a 
tax c:: profits ; end net profits are not co>t, but the surplus 

over cost .... The tax on profits is paid only by the man w'ho 
makes profits, that is by th(» intra-marginal producer, not by the 
marginal producer. But the tax paid by the intra-marginal pro- 
ducer cannot affect the price which is fixed by the marginal pro- 
ducer who pays no tax . “**2 W. H. Coates in his Memoranduni to 
the Colwyn Committee on National Debt and Taxation also comes 
to the same conclusions after a thorough examination of the avail- 
able facts relating to eight industries in England, although D. 
Black points out that, even though Coates' technif^' in analysing 
the statistics is admirable, his interpretation of t. statistics is 
defective. The Colwyn Committee itself has come to the conclu- 
sion that “the broad economic argument is true over practically 
the whole field and for practicdlly the whole pf the time, any excep- 
tions being local or temporary and insufficient to invalidate it."®* 
As for corporations shifting direct taxes, the Committee is emphatic 

See Report of Committee 01% yoiioiial Debt and Taxattfm, p. 109. 

•* Studies in Public Fhiance, p. 73. 

•• See for detaTled Liiticisni : D. Black. The htcidence of Income Taxes, 
Part I. Chap. III. 

Report, p. no. See also Kobert E. Ford, ‘Some Economi'. Aspects 
of the Present Corporate Income Tax*, breedings of the Xiu^onal Tax 
Associatiem 1947 , pp. 55-9- 
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that corporations will shift the tax to their shareholders. In large 
corporations the directors are not individually much affected, and 
without wanting to run the risk of reduced sales because of increased 
prices, generally reduce dividend disbursements. This is made 
possible because of the practical separation of ownership and 
management. It is illuminating to see what the Committee says on 
this point : 'The enterprise of company, when once established, 
depends on a small number of managing heads. In the interests^of 
the business, whether the primary purpose be dividend or reserve, 
the aim of directors will be to make as large a profit as possible. 
They v ill of course balance risks against chances of profit, but the 
Income-Tax although it may exist in the background as a vaguely 
depressing element, will not normally enter into their calculations 
.... They are not concerned with the Income-Tax on dividends, 
which is borne by the shareholders.*'®® 

As against such striking iinanimity of opinion among the eco- 
nomists,®® the feeling among persons connected with business is 
that the direct tax on profit is almost entirely shifted to the con- 
sumers in the form of higher prices. As Joseph D. Noonan says, 
even though smaller corporations may not be able to shift the 
burden, "the giant* corporations — the quasi monopolies that control 
supply and prices — ^pay little if any of the tax. They simply treat 
the tax as an item of cost, and set prices to yield the after-taxes 
profits which they wish to take".®" The same opinion wa^ expressed 
by many witnesses to the Colwyn^ Committee on National Debt 
and Taxation. Actually one witness wxmt .so far as to say that "the 
difference between direct and indirect taxation hardly exists in 
actual fact". This witness was convinced that "the burden becomes 

Report, p. 130. 

•® Except D. H. Robertson, in ‘The Cohvyn Committee, the Income 
Tax and the Price J^evel' (The Kconomw Journal, Dercinbci 1027), re- 
printed in Readings tn tflc Economics of Taxation He is of the view' that 
the Committee w'as wrong in thinking that profit w'as a pure surjilus 
and had neglected the fact tliat the supply of enterprise was Jinked 
to the profit level, though the practical WTiportance of this misbike was 
slight because the supply of enterprise is very inelastic. 

Proceedings of the National Tax Association J 956 ,^p. 182. But the 
investigations of the National Industrial Conference Board reveal that 
business taxc . are not shifted in the U.S. See Donald C. Miller. Taxes, 
the Public Debt and Transfers of Income, p. 31, and M. H. Gillim, The 
Incidence of Excess Profits Taxation, p. 41 seq. 
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automatically distributed by a law of political economy that 
defies all Acts of Parliament' *.•» 

It is somewhat difficult to accept the opinions of the business- 
men without reservation. Rightly does D. H. Robertson chide the 
Coiwyn Committee witnesses for making extravagant statements 
which they could never substantiate.®** For one thing, the tax is 
levied only after the profit is made ; how then could the tax be 
shifted to the consumer ? Richard Goode correctly says that "it 
is hard to conceive of a tax on net profits as a cost in any usual 
sense. The amount of the tax is not known until after the results 
of the operations of a fiscal period have been ascertained. More- 
over, the tax, if a costjis indeed a strange kind of cost. It is a 'cost' 
which rises with success but automatically disappears when opera- 
tions are unsuccessful."***® H. M. Groves, however, says that 
“corporate net income tax applies to items of imputed rent and 
interest deductible as costs and hencti concludes that the tax does 
really xcach certain costs and surplus".*®* 

Anofl.< 'obstacle to shifting the tax in the form of increased 
price is the inability of any one corporation alone to control the price 
of a commodity that is being produced simultaneously by several 
independent concerns. There are also a variuty of other non- 
economic factors which the corporation has to face in the event 
of changing the price. As far as the corporations are concerned, 
the actual administrators are different from the owners. The 
administrators will naturally give more importance to stability, 
and hence they will think twice before shifting the taxes on to the 
prices owing to the fear of losing the market. Even they should 
decide to shift, it might not be the whole burden c ^he tax but 
•® Report of Committee on National Debt and Taxation, p. 109. See also 
J. R. Petrie, The 'Taxation of Corporate Income in Canada, p. 135, In. 40. 

•• Article on ‘The Colwyn Committee, the Income Tax and the IMce 
Level’, includeil in Readings tn the Lconomus opTaxation, p. 304. 

The Corpofation Income Tax, p. 30. 

I^ost War Taxation and Economic Progress, p. 28. Carl Shoup also 
comes to the same conclusion in^his ‘Incidence of the Corpr»’-,^tion Income 
Tax’ in the National Tax Journal, March 1048- Shoup suggests that 
companies mights hav kept their price lower than what they might 
have charged because of competitive conditions. But should the addi- 
tional tax burden be ‘substantial’, the companies would nat; rally be 
compelled to shift through increased price, o that the old levei ui profits 
miglft be maintained (pp. 12-7). 
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only a part of it. According to a sample survey undertaken in the 
U.S.A., it has been found that only about 6o per cent of the com- 
pUiies take into account the taxes in framing their price policies.^®* 

Because of the reduction of the net returns on account of the 
taxes, it is likely that the risk-taker will tend to withdrawohis 
capital in the long run. Reduced capital would mean reduced 
output ; and reduced output should mean eventually a higher price. 
Such is the sort of shift that takes place over a period of some yeals, 
and so the tax burden may be said to be transferred after all to 
the consumers.^®® If, however, the capital thus withdrawn is spent 
in purch ising real estate and durable consumer goods, then the 
prices of these will go up. Thus the tax is shifted to the investors 
generally. Of course, even such a long period shifting is contingent 
upon factors like a relatively tax-free area — geographical as well 
as functional — the mobility of capital already existing, and the 
overall reduction in investment as a result of a tax-produced decrease 
in either the ability or willingness to invest. ^®^ 

In conclusion we can say that even though the price level may 
not immediately rise owing to the imposition of the tax, it certainly 
tends to be shifted to the consumers with the passage of time. 
Economic theory -is not quite helpful in locating the incidence, 
particularly so far as the direct taxation on profits is concerned. 
As H. M. Groves remarks, ‘‘Suffice it to say that no definite conclu- 
sion as to the incidence of the corporate income tax is possible and 
that not improbably the burden is divided between at least stock- 
holders and consumers*'.^®® 

ECONOMIC CONSEQUENCES 

Shifting itself is but one of the economic consequences of the 
imposition of a corporation tax, for the reactions do not stop there* 

Lewis H. Kimmel,' Taxes and Economic Incentives, p 27. 

See C. Lowell Hamss, A Survey of Contemporary Economics, Vol, 
II. p. 265. 

1 ®* See Robert P. Collier's ‘The Empi^acal Evidence of Tax Inciaence* 
in the National Tax Journal, March 1958, pp. 51-2. 

*®® Post-War Taxation and Economic Progress, p. 48 . See also M. A. 
Adelman’s ‘The Corporation Income Tax in the Long Run' in J.P.E., 
April 1957. Adtelman, however, concludes that, even in the long run, 
‘there has been no shifting of the coiporate income tax either to consumers 
or to employees". (J,P.E., April 1957, P- ^57 ) 
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It is quite possible that there may be also a certain reaction on the 
part of the individual on whom the tax falls after the initial shifting 
has taken place. If the shifting doesn’t take place, even then there 
may be some economic reaction. Now, what are the consequences 
o&a direct tax on the economic plane ? Of course, any discussion 1 
of the effects of taxation can have meaning only if the tax is un- 
shifted in the short period. Here, accordingly, the impact of the 
lux on the economy is seen only through investment trends. If, on 
the contrary, the tax is of the shiftable nature, like consumption 
taxes, then the impact of the tax on the economy could be studied 
only through consumption studies. 

Like the study of ^incidence, any analysis of the effects of a 
particular tax will inevitably involve conjectures and guesses. 
It is simply impossible to determine with complete exactitude the 
effects of a particular tax. The tracing of the cause-effect relation- 
ship in the field of taxation is made f)articularly more difficult by 
the influence of sociological and psychological factors. Moreover, 
it is possible that the long term reactions of the people to 
taxes are different from the immediate reactions. As Gunnar 
Myrdal points out, “The effect of a tax must never be examined in 
isolation, but must be seen in its setting amongst other measures in 
the complex system of price formation A measure has different 
repercussions according to the nature of other measures applied 
at the same time .... Realistic inve^tigation of the effects of 
taxes should therefore embrace the whole tax system.”^®* It is 
without doubt true that the effects of particular taxes cannot be 
isolated. Nevertheless it is not quite a useless pursuit to try to 
analyse the course of the effects of particular taxe' on particular 
aspects of the economy. It is probable that we may not get accurate 
results, but then nothing can be mathematically definite or precise 
with the social sciences. Certain indications can be perceived, certain 
movements can be foreseen, and these will without doubt be help- 
ful in formulating future policies. 

Thie Colwyn Committee classified the effects of income taxation 
into two broad categories, namely, effects on the economic capacity 
and effects on^the economic behaviour of the taxpayer. The first 

The Political Element in the Development of Economic Theory, 
pp. 188-90. See also Ursula K. Hicks's '"^"he Terminology of lax Analy- 
sis’*in the Economic Journal, March 1946, p. 45. 
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is the physical effect, while the second is psychological in nature. 

An analysis of the physical effects of taxation itself is beset with 
innumerable difficulties, but the examination of the psychological* 
behaviour of the taxpayer, consequent on the imposition of a tax, 
is next to impossible. Some economists feel that not much impor- 
tance should be attached to physical effects : they say that the 
adverse effects of progressive taxes on incentives etc. depend, less 
on the taxes themselves, and more on the prevailing social attitudes. 
The rigours of a particular piece of taxation are felt mainly because 
of the feeling about them and not because of the physical capacity 
of the ta-N payer.'"® The subjective limitation again! J^ut, then, 
while psychology no doubt has its sphere of influence, to say that 
that is all there is to it is not quite a correct approach to the prob- 
lem. Apart from the current social attitudes, it is also a palpable 
fact that people get understandably apprehensive because their 
economic power suffers real curtailment on account of the taxes. 

As far as a corporation is concerned, psychological factors play 
only a subordinate part, though by no means an insignificant one. 
Because of steeply progressive personal income taxes, in\Tstors 
are left with diminished funds for investment in the corporate 
sector. Even if some funds are available, people will not be very 
anxious to invest them because of the high rates of coiporate taxa- 
tion. After all, the main motive of investing one's mon(*y in busi- 
ness is the prospect of high returns. But if high rates of taxation are 
found at the personal as well as at the corporate level, then the 
temptation for parting with capital is very considerably reduced. 
This must certainly affect the investment behaviour of the people 
with some capital to invest. Another way in which progressive 
personal taxation may result in the exploitation and eventual 
migration of the low income shareholders' capital is given by \V. 
L. Crum. When profits are ploughed back in the business, the 
actual consequence will be the exploitation of the low income 
shareholders by the high income shareholders. This is how it 
happens : with ploughing back taking place, the business prospers, 
and the shares appreciate in some measure. Because neither the 

1 ®’ A. C. Pigou calls it ‘Announcement effects’. A Study in Public 
Finance, p. 55. -eorge Barrel terms it as ‘impact effect*. See The Stock 
Exchange : A Symposium, p. 50. 

See H. C. Simons. Federal Tax Reform, p. 146. 
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rich nor the poor shareholders are realising their dividends, they 
are not paying income taxes either. If they had both — the rich as 
*well as the poor — realised their dividends, the high income shai^- 
holders would have paid at a relatively higher tax rate than the 
lo^^ income shareholders. In this sense the low income shareholders 
contribute more than the high income group to the pool of the 
retained profits that are ploughed back. But even though the 
immediate cause of the exploitation is the retention of the profits 
for being ploughed back, the real villain of the piece is the gradua- 
tion or the progression in the income-tax. This is not only not 
fair but may also lead to the low income shareholder withdrawing 
his capital and chamielling it into alternative investment direc- 
tions. 

RETARDATION OF RISK-TAKfNG 

Essentially the cornerstone of th^ private enterprise system 
is risk-taking, in other words the ultimate risk of losing the principal 
itself snouiri tiic business totally fail. Risks are taken because of 
an anticipated gain — we mean here the net profit after the deduc- 
tion of taxes. The corporation tax, however, claims a share in the 
profits so realised after taking the necessary risks. After all, the 
State does little for the shareholders except claiming a share of the 
earned profits. Eminent authorities like Sir Josaiah Stamp, 

J. E. Meade, Lord Robbins,*^^ Duncan Black, Nicholas 
Kaldor,“^ and Alvin Hansen,^ have accordingly come to the 
conclusion that “the preference for less risky stock will increase 
after taxation”. 

Basically risk-taking is connected with possibj losses, not 

SeeW. L. Crum, The Taxation of Sliareholders*, February 

1950. pp. 

‘Taxation, I^isk-takiiig and the Price I/evcy, The Economic Journal, 
June I9 j 8, p. ^oq. 

/hi 1 nUodiiclion to Economic Analysis and Policy, p- -J39. 

11a ‘•fhe 1-ong Term Budget Problem’, Lloyds Bank Monthly Review, 
April 1038, p. 162. • 

The Inctdtufe of income Taxes, p. 223. 

An Expenditure Tax, pp. 112-8. 

'Stability and Expansion’, Financing American Prosperity : A 
Symposium, p. 241. 

Otto von Mering, The Shifting and icidence of Taxation, p. 197 ; 
see also p. 213. 
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counting the ultimate loss of the principal itself. The State claims 
a share from the person who makes a clear profit through such 
ri^-taking. When he loses in business or loses the invested capital * 
itself, the State has nothing to do with him ; but when he makes a 
profit, the State promptly steps in to claim its share on the pririti- 
ple of ‘Heads we win, tails you lose'. Thus an obvious injustice 
is done to the risk-taking investor. The offsetting of losses, how- 
ever, can mitigate this injustice to a certain extent. E. D. Domar 
and R. A. Musgrave have shown that the reward for taking risks 
will not be reduced in relation to the risk actually assumed under a 
proportional income-tax, because the offsetting of losses against 
taxable income will reduce potential losses and gains equally. 
But under a progressive tax system, the prospective reward for 
risk-taking is reduced beyond question. Yet it must be admitted 
that no length of carry-over of losses would fully protect the com- 
pany that never makes enofigh profits to recover its lost capital. 
But, then, as Richard Goode concludes, “No feasible plan would 
completely neutralize the influence of the tax on the return for 
assumption of risk".^^® 

Since the capital, which is mainly employed in starting and 
promoting the development of a new enterprise, involves some 
risk, and since investment decisions are subjective, any accurate 
prediction regarding the marginal rate which unduly discourages 
equity investment is impossible. If large portions of possible gains 
are to be abstracted by the Gove^ment, then very few invest- 
ments will appear attractive. Moreover, in most tax systems, 
interest charges are permitted to be deducted as costs, whereas 
dividends are taxed. Thus such tax structures have the effect of 
making risk investments less attractive as compared with less risky 
ones. The combined re.sult of a steeply progressive personal income- 
tax (which discourages! people from putting forth extra effort be- 
cause they are not going to retain a sufficient share of the extra 
profits they make to warrant this extra effort) and the company's 

* 1 ’ See E. D. Domar and R. A. Musgrave, *The Proportional Income 
Taxation and Risk Taking', May 1944, pp. 388-422. Included 

in Readings in the Economics of Taxation, 

The Corporation' Income Tax, p. 124. 

ii»With the help of indifference curve analysis, Otto von Mering 
shows that if a proportional income-tax is imposed, it may increase, 
leave unchanged, or decrease the taxpayer's efforts. But a progressive 
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method of economic financing (that is, financing capital needs 
through bond-issues to avoid the double taxation of dividends) 
•is to drive the investors to go in for Government tax-exempt bonis 
or debentures which are 'safe*. 

The taxation of corporate income also affects the enterprise of • 
corporations regarding expansion. Corporate taxes, by reducing the 
net profits, leave less for either dividend distribution or for reten- 
tion. Either way they act as a deterrent against fresh capital 
accumulation. For small expanding concerns, the main source of 
new capital can only be retained earnings, for such concerns cannot 
attract sufficient new equity capital as much as the well established 
corporations. In the §rst place, the established companies will 
have often ploughed back retained profits, and thus the 'value' of 
their stock will be high, apart from their goodwill and their long 
sustained reputation. New companies are generally at a disadvan- 
tage in the matter of attracting capital, for unless they can offer 
prospects of a better return for the money invested than the older, 
well estauiishea ^.ompanies, people are unlikely to risk their money 
in new concerns. As Dan Thorp Smith says, “The stock of a new 
company must, by definition, be sold at its value, since it has no 
assets other than those secured from the proceeds of stock sold. 
But stock in an existing company, purchased at less than asset 
value, has more dollars of assets working for it, as it were. With 
the same rate of gross and net returns on assets in both companies, 
the outstanding stock of the established company will offer the 
greater earnings per share. 

Thus, on the one hand personal income-taxes reduce ’^he flow of 
capital to the corporate sector, and, on the other, corporate taxes 
stand in the way of large retained earnings being ploughed back 
for purposes of modernisation and expansion. The effect of this 
two-pronged attack is to reduce the rewarc^ for enterprise. More- 
over, it is not enough to consider the discouraging effects of corpo- 
rate taxation on the existing corporations ; attention must be paid 
also to the many concerns wjiich are as it were still-born. Many a 
company dies in the minds of its promoters, for they finally shrink 
from taking the necessary risk in view of the discouraging climate 

income-tax tends only to decrease efforts more than a proportionate 
income tax. (The Shiftivg and Incidence of Tu. 4 ation, pp. 113-4.) 

Effects of Taxation : Corporate Financial Policy, pp. 90-1. 
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of taxation. For the same reason, many companies fail to achieve 
the expansion that is necessary ; the taxes leave behind too little 
nfoney, and fresh capital cannot be coaxed into the necessary* 
motion of resolved risk-taking.*** Thus taxation dulls the edge of 
( incentive and locks the free supply of capital, with the result that 
the formation and growth of new business is adversely affected. 
There is, of course, another lure for the growth of new firms, namely 
the possibility of achieving sumptuous long-term capital gaihs 
through investment in new enterprises.**® But, then, the taxation 
of capital gains, which is in force in many countries, sees to it 
that even tl is incentive is eliminated or effectively blunted. 

In the foregoing pages it was seen how (jforporate taxation and 
personal income-taxation combine to reduce risk-taking, enter- 
prise, capital formation, and the growth of new corporations. It 
is realised that all these involve also other subjective and objective 
considerations like the attitude of the State, prospects of trade, 
etc. Many of the above restrictive effects of additional direct taxes 
on the private sector can, to a considerable extent, be compensated 
for through a s5^stem of tax-exemptions and concessions. Hence, 
additional direct taxation, if it is collected at the proper place in 
the proper manner, need not excessivel)'^ hamper private capital 
investment. This applies primarily to the first pha^e of develop- 
ment in the underdeveloped countries.**^ It is also felt that, e\en 
though the corporate tax structure discourages business enter- 

Fiscal factor is probably secondary when the promoter is ni.ikmg 
up his mind to launch the Company or not. Non-eeoiioniic ])s^'( 
factors like the enthusiasm ^or novel projects on the one hand 'ind the 
extent of market on the other have often more influence iii foil Imp 
new companies than the tax structure. 

See Butters and Lintner, hffeci^ of Fednal Taxi^ on GtOinn* 
Enterprises, Chap. II and C. Cosciam. The Effects of I >ttjerentia/ fax 
Treatment of Corporate ahd non-Corporate Lntrrpnses, p 

However, tax structure is a prime consideration when a thango iii 
the form of business organisation is contemplated. . 

*•■ See C. Cosciani, The Effects of Diff^ential 'Tax Treatment of Cotpo- 
rate and non-Corporate Enterprises, p. 63. See also \V. L. Hearne’s con- 
tribution to How Should Corpofations he Taxed ?, p. i 8 < 1 . 

1 *® Butters, Thompson and Bollinger, Effects of 'Taxation : Investment 
hy Individuals, p. o 

See Paul A. M. Van Philips, Public Finance and Less Developed 
Economy, p. 117. • 
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prise, it is preferable to a steeply progressive personal income-tax 
and a personal income-tax on the low income groups. For the 
•latter reduces the purchasing power of the people, and this couid 
be very detrimental to business in general. 

Corporate taxation is an important .subject for critical inquiry, 
for only such inquiries can offer guidance for the future. The tax 
is tolerable, and even def(*nsibl(‘, only so long as it do(‘s ncjt help 
tcT devitalise the private sector. The ultimate end of all state 
activity is the maximisation of .social welfare. 1 lie wt^apon of 
corporate taxation must be carefully handled to achi(‘\e the 
of the State. The ciucial 4*st of anv tax is it^ ( onsist(‘n( y with the 
major objectives of t^e community. It may have" good or bad 
effects: but the final crit<Tion i-. whether, on a total \iiw' of the 
matter, the tax i-. desirable or not, and whether or not the tax will 
help to achieve the general economic and social g(/als of the soc iuty. 


^**See Stanley H. Kuttenberg’s contrib. ion to the Symposium on 
Ho3b Should Coi potation be Taxed p. 102 . 



CHAPTER II 


THE CORPORATE SECTOR IN INDIA 


The Capital is there; and so is Capitalism. The 
waning factor is the Capitalist. He has somehow 
vanished .... In his place stand the hoards of 
directors .... 

Adolf A. Berle, Jr. 


Introduction 

The emergence of corporations (that is, joint-stock companie^^ 
with limited liability) as a rfeature of the Indian business scene 
is comparatively a recent phenomenon.^ Even when the corpora- 
tion was found acceptable to Indian business, it by no means grew 
fast. The main reason for this tardiness of the growth of corpora- 
tions lay in the backward economic condition of the country. The 
necessity of a distinctive form of organisation arises only if there is 
considerable new business activity stimulated by a new climate 
for such enterprise. Thus the slow development of joint-stock 
companies in India but reflects painfully our low tempo of economic 
and industrial activity. Even the little growth that has actually 
managed to take place is the result, not of steady or sustained 
activity, but rather of isolated spurts reflecting certain boom 
conditions all over the world. 

Broadly speaking, in the years of the first world war and after- 
wards, there was considerable economic activity, and naturally 
there was witnessed the emergence of a good many corporation^ 
in India also. However, the depression years that presently fol- 
lowed, especially the late twenties and the early thirties, caused a 
definite set-back in the growth of the jpint-stock enterprises. And, 

^ There are about 6 companies aged more than one? hundred years. 
The oldest of these was established as early as 1788. These early com- 
panies were origir dly mere proprietorship concerns, but were later 
converted into public limited companies. (K. V. N. Iyer, Joint-Stock 
Companies in India : Distribution by Age, unpublished MS.) 
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once again, during the second world war, the war effort policy of 
the Government stimulated Indian industry to a marked extent, 
•and this gave some scope for fresh growth in the corporate sectof. 
The Korean War also stimulated such enterprise for a brief spell, 
but* the post-Korcan War depression had just the opposite effect. 
Now, however, thanks to the Government's avowed and active 
interest in the economic development of the country, the corporate 
sector is being allowed to grow, although other prejudicial factors 
also are lifting up their heads in the context of professed socialistic 
planning. In this chapter we will examine the nature of the corpo- 
rate sector in India, the pace of its growth, and touch upon some 
vital aspects relating 4o the management of the corporation^N in 
India. 

THE MANAGING AGENCY SYSTEM 

The two chief pillars of the corporate strur lure anywhere are 
its management and its financing. In other words, once the corpo- 
ration has been lounded thanks to the initiative and enterpiise of 
the promoters, and the shares of the com}>any have been purchased 
by a group of capitalists, the (|uestion arises : Who i"* actually to 
run the business ? The Directors are elected by the shareholders, 
and the Board of Directors will no doubt normally manage the 
activities of the corporation. The Board of Directors, however, 
may choose to leave the actual management of the joint-stock 
company to another party, \i7. the managing agents. In the 
absence of other dynamic entn‘preneur'>, this unique organisation 
of managing agents has performed manv 'T the funct; that are 
necessary to ensure the economic growth of the country a general 
and that of the corporate sector in particular. 

The managing agency system has been described by S. K. Basil 
as '*an institutional development of industijal organisation where 
the promotion, finance and administration of a vast agglomeration 
of mij^cellaneous ami unrelated enterprises . , . are controlled by a 
single firm. The managing aggney finn may take the organisational 
form of a partnership, i private or public limited company, or an 
individual."® During the last few decades, the many agencies in 
India — Indian as well as foreign — ^liavc promoted numerous ^»nter- 
prises. These managing agents, not onl\ 'arried out the pieiimi- 
* Managing Agency System pp. 4-5. 
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nary investigation and prepared workable schemes, but also effec- 
tively promoted their realisation. Again, during the infant period 
of the corporation, the managing agents both enabled the corpo- 
ration to get the necessary" venture capital by associating their 
own name with that of the concern promoted, but sometimes dso 
provided it with adequate funds of their own. Further, they con- 
ducted the day-to-day management — like the purchase of stores, 
distribution of the manufactured products, etc. — of the companies 
under their agency. In short, the managing agents fostered the 
growth of industry in almost every possible way. As the i94q-50 
Fiscal Cor. mission observed, “In the early daj^s of industrialisa- 
tion, when neither enterprise nor capital was^>lentiful, the managing 
agents provided both, and India’s well-establislu‘d industries like 
cotton, jute, steel, etc. owed their present position to the pioneer- 
ing zeal and fostering care of .several well-known managing agency 
houses”.^ 

Regarding the promotion of new companies, in the absence of 
specialised institutions like the great underwriting houses of the 
United Kingdom, the Investment Bankers of the Ihiited States, 
and the Industrial Bankers of Germany, the managing agents in 
India had to take*u]) their functions and effectively fill the void. 
Many factors such as the proverbial shjmess of Indian capital, the 
lack of a^well organised capital market in the country, and their 
own unengaged financial strength have helped the growth of tliese 
managing agents as an institutional^lass and made them the ])ower 
they have been and ^till are. In the early stages, British ( apitahsts 
found the managing agency system the most convenient form of 
business organisation through which to canalise their investments 
in India’s primary industries like tea, coffee, jute, and other plan- 
tations. The managing agencies were resourceful, both in the matter 
of providing long terrr^and short term credits and in supplving or 
lending management personnel to the corporations ‘managed’ by 
them. Not only were they able to utilise the established reputation 
of themselves in the field of business ^^nd indust rv, but thev were 
also able to get funds and other facilities from the various corpo- 
rations managed by them. 

Even though the merits of the managing agency .system are 
obvious and are in fact readily acknowledged, certain .serious 

* Report, Vol. I, p. 218. 
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charges also are levelled against it. The most serious charge, of 
course, is that it leads to heavy concentration of wealth and power 
fin the hands of the few. In fact, some managing agents like Andrew 
Yule & Co. controlL*d at one time more than eighty firms. It is 
no1» really very conducive to a growing economy that a few 
managing agents should exercise complete coiitnil over a major 
segment of our industrial econoni}'. The other important charges 
agtiinst the managing agency system may be stated briefly as 
follows: 

1. The system unnecessarily duplicates managing expenditure, 
for there are the !^Joard of Diiectors of the company a*^ well as 
the managing agents to ‘run’ the C(»mpany between them- 
selves ; with two such bodies, the cost of management must 
go up. 

2. The more unscnipulou'^ managin^^ agents are likely to mani- 
pulate the funds of the managed concern'^ in a way injurious 
to the latter. 

3. The system of fixing leinuneration to thf‘ managing agents 
is also often open to oi)je<'tion. 

It has been felt, beddo, by manv that the f .e\ alencc of the manag- 
ing agency sv>.tem re.illv cuts at the r(M>t nf an independent Hoard 
of Directors set up by the shareholders them>c!ve^. 

While the Indian inan.iging agency '^V'^tem has Irom time to time 
revcal(*d in its actual working* the ab«»> i* slioitcomings and the 
malpractices flowing from them, it must n ^vitheles- 1. conceded 
that it has on the whole perforiie-d a useful, e\en an aliiK merito- 
rious, function in Indi.in economy at a mo.st critical period. The 
Government, too, ton.scious of the iitilil\ of the .-vsteni as a whole 
but at the same lime not unmimilul of its essential drawbacks, has 
introduced many checks and improvements in the new Companies 
Act of IQ5(>. 

'public' and PKlVATi:’ ( OMPANIES 

In the Indian* corpoiate structure there are two kinds of com- 
panies, the 'public' and the ‘private’. I'he private company is 
regarded as a family concern, and the outs * public is not supposed 
to bt interested in It. Accordingly, many concessions are granted 
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to private companies that are denied to the public companies. 
The private limited company is essentially a business association 
individuals known to one another. Normally, a private company 
is one in which the membership is limited to about fifty, the right 
to transfer shares is restricted, and any invitation to the public to 
subscribe is prohibited. The private company is generally formed 
so as to claim the benefits of limited liability. In other words, the 
private limited company is an organisation by means of which, 
on the one hand, absolute privacy about the affairs of the company 
is assured, and, on the other hand, the benefits of incorporation, 
with limit* d liability, either by shares pr by guarantee, could also 
be enjoyed. Although both private anc^ public companies are 
governed by the 1956 Companies Act, many of its provisions do 
not really apply to the private companies. The reason for this 
limitation is that the private companies are not allowed to invitt‘ 
the public to buy shares oridebentiires in them. 

But it has been repeatedly urged (especially in the evidence given 
before the Companies Act Amendment Committee under the chair- 
manship of Justice A. V. Visvanatha Sastrl) that, since many private 
companies with large capital, besides doing extensive business them- 
selves, also control a number of public companies, these private 
companies too should be subjected to the same checks as are applic- 
able toJ:he public companies. Attention has also been drawn to 
the fact that many private companies have much largei businesses 
than those of many public corporations. Hence the contention is 
that the various privileges now ex 1 :ended to the private C(jmpanies 
should be withdrawn. However, even though considerable sums of 
money that are invested in the public companies get into the hands 
of the private companies, it is felt that to abolish the distinction 
between private and public companies \vould be too drastic a step 
and would cause real ^ardship to the former.* It should be sufficient 
if some form of effective control is exercised by the Government 
with regard to the functioning of the private companies. 

Corporation Pinance 

FINANCING CORPORATIONS 

Apart from its management, finance is the most important factor 

^ See F. R. Ginwalla, Company Law and Problems of Corporate Enter- 
prise, p. 10. 
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that determines the success of a corporation. In a way it could 
be said that the management is necessary only to manage the 
•finances of the companies, though it is no less true that the manag- 
ing agents often help to find the finance first and then start manag- 
ing^the corporation for which the finance has been found. The 
problem of corporate finance is intricate because of the economic, 
legal and administrative precepts and policies which greatly influ- 
erfCe the management in the matter of the financial administration. 
The financial responsibilities of corporations include the promotion 
of new companies, administration of the finances during the for- 
mative stages of the conjpanics, the tackling of the accounting 
problem of capital-inc<jpie distinction, tapping finances for expan- 
sion, and finally rehabilitation of corporations if they face abnormal 
times. However, in a summary form, the financial problem ot 
corporations is simply that of finding the money to run the business 
and adjusting the income to the expenditure. 

CAPITAL 

The organisation of any business re(]iiires capital, though capital 
requirements will no doubt varv from industry tc> industry and 
even from concern to concern in the sam#* i.idustry. Once the 
industry is chosen and the size of the comprny has been determined, 
the problem of raising the requin*d capital begin'^. Another im- 
portant aspect to be considered is the differentiation ])etween the 
fixed capital and tlie circulating or \\orking capital. The fixed 
capital, known also as block capital, used for providing fixed 
assets like land, building, machinery, et'^ The workin capital is 
utilised for buying raw materials, stationery, etc., r paying 
-salaries, wages, rent of buildings, etc., and providing for other 
incidental charges in producing the goods for the market. The 
prop)ortion of fixed to working capital also ^Ji^ vary from industry' 
to industry, and concern to roncern, depending upon the volume 
and the ramifications of the business. 

We have used the term ‘(;fipitar here in the general kjl ordinary 
.sense But the concept of capittd is of primary importance for a 
proper understanding of corporation finance and company law. 
However, no perfect definition of capital has yet been ev'lved. 
Even in legal, administrative and acco ting senses, 'capitar is 
usefi so loosely that it signifies different conceptions at different 
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times, even though we scarcely notice the fact always. In the most 
common usage, however, 'capital* is understood as the monetary 
iWue of tangible or intangible property that is put into a business 
when it is started. 

SHARE CAPITAL 

Before the company invites the public to subscribe, it must 
first decide the amount of share capital with which it proposes^'to 
be registered. This is technically called the authorised or registered 
capital, and this is important only for fixing the fees and duties 
payable on he incorporation of the company. A part or the whole 
of the nominal capital will have to be sub, scribed, and this would 
be the issued share capital. This issued capital, again, is composed 
of the paid-up capital and the uncalled capital (if any). The paid-up 
capital represents the sum-total of the payments made while 
receiving the shares, and Ihoiiincalled capital represents the balance 
between the total face value of the issued shares and the amounts 
already paid. However, the liability of the .shareholders is limited 
only to the total issued capital. If any uncalled capital remains, 
the shareholders are liable for it also. 

The success or failure of the promoters will be seen chiefly in 
their ability to raise the nece.ssarj^ capital from the risk-takers. 
In other words, the public must be persuaded, both by the prospects 
of the new company and the confidence creati'd by the names of 
the promoters, to buy shares in the company. Many factors like 
the current economic and political climate, Government policies, 
etc., besides the reputation of the promoters, will influence the 
prospective shareholders in deciding whether they will buy the 
shares or not. In the main, the shares can be either of the owner- 
ship variety or the creditorship variety. In the former, the chief 
types of shares arc ^‘ordinary' and 'preferred*. Debentures and 
bonds are important types of creditorship securities.^ 

* A more complete picture of the instalments of corporate ownership 
would be: (a) Ordinary .shares or eqi^ties ; (b) Preference shares : 

(i) redeemable, and (ii) non -redeemable ; and (c) Long-term bonds 
and debentures : (i) redeemable, and (ii) non-redeAnable. 

These different instruments combine ri.sk . income and control in corpo- 
rate venture.s in t Afferent proportions, which tacilitate company pro- 
moters cultivating different types of investors* psychology. It may be 
added that, of preference shares and debentures too, there may be diffe- 
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The ordinary shares provide the basic venture capital, and the 
ordinary shareholders control the company and enjoy the benefits 
*and bear the responsibilities that are associated with the ownef- 
ship of any corporation. The preference shares, on the contrary, 
pertain to a particular part of the share capital which is given a 
certain preferential treatment over the other shares. The common 
form of preference relates to the income of the company : the 
prSference shareholder will be given first priority in the matter of 
the distribution of dividends. A fixed rate of dividend will be 
distributed to the preference shareholders, and the remaining 
profits, after providing for reserves, bonuses to employees, etc., 
will be distributed beVveen the other shareholders. Again, pre- 
ference shares may be either cumulative or non-cumulative. If 
the former, then any failure of payment in one year will have to be 
made good in the succeeding yeais before ordinary shareholders 
are paid anything. If they are non-ciRnulative preference shares, 
the preference is for each year separately, and the shareholder 
cannot spir*.<ia ini, claim over two or more years. The preference 
shareholders, however, do not have the right to vote in the company 
meetings except when their own interests are affected. 

The existence of preferred stock gives great flexibility to a 
company, firstly because of the absence of a fixed maturity date 
for the repayment of the capital, and secondly because of the 
power it gives to postpone payment of dividends without serious 
repercussions, and thirdly becaiy>e of the possibility it opens of the 
reorganisation of the capital structure to meet pronounced internal 
and external change. 

There is another kind of share called the ‘deferred* sh.- e which 
gives the holder the right to the profits that remain after the claims 
of the other shareholders have been met. When suc'n shares are 
issued, the management fixes a ceiling to the dividend rate on 
ordinary shares. Compared to the other type of securities, these 
'deferred* shares carry the greatest risk. 

In the first instance, whil<i floating a company, the piomoters 
will issue a certmn number of shares ; for consolidation or expan- 
rent series of issues on different terms and conditions. All this prorides 
the necessary elasticity for the company management to exploit the 
marlift situation best, and to combine contit^i of the concern with 
sharing of the income with the investors. 
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sion more shares may be issued from time to time ; but after the 
company has grown substantially, further shares may not be 
i&ued for any fiesh needs. Instead, the company may decide to*" 
float creditorship securities like debentures or bonds. Sometimes, 
debentures and bonds may be issued even at the time of starling 
the company. The reason for increasing the indebtedness of the 
corporation through the issue of such securities may range from 
urgent expediency to a pre-dctermined policy. Essentially, tfiis 
type of security invites the investors to part with their capital 
as a loan and not as a regular investment in business. Even though 
all companies cannot issue debentures successfully, yet the deben- 
tures of old and well established concerns^render a useful service 
to the economic development of the country. The issue of deben- 
tures enables the cautious class of investors to provide capital and 
also enjoy a better return than that yielded by the Government's 
gilt-edged securities. Apart «from debentures, short term financing 
of the companies is done by mortgage capital, bank loans, loans 
from managing agents, deposits from the public and the employees 
of the companj', accrued liabilities for income and other taxes, 
and miscellaneous credits extended to the business by the 
suppliers. 

SHARE DISTRIBUTION 

In India, the most common type of share is the 'ordinary' one. 
M. A. Mulky has made a study of the securities pattern of Indian 
industry with the help of a sample of 577 corporations spread over 
fifteen industries.® The study is presumably for the year 1945, 
and it is stated that nearly 72 per cent of the total capital of the 
corporations was in the shape of ordinary shares and 20 per cent 
in the shape of preference shares, while deferred shares accounted 
for only about 7J py cent.’ The Taxation Enquiry Commission 
has also come to a similar conclusion after a study of 407 companies 
selected from 17 industries in 1951. According to this study, 70 
per cent of the paid-up capital plus^ debentures arc made up of 
ordinary shares, 17.7 per cent of preference shares, *6 per cent of 
deferred shares, and 11.7 per cent of debentures and mortgages.® 
An examination of the consolidated balance sheets of industries 

• New Capital Market in India (Bombay, 1947). ’ ibid., p. 44. 

• Report of the Taxation Enquiry Commission, Vol. I, pp. 276-7. *' 
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in cotton textiles, jute textiles, cement, paper, iron and steel and 
sugar for the year 1954 reveals a similar distribution. The total 
tiumber of the companies studied was 512, and they represented 
nearly 96 per cent of the paid up capital in the industries studied, 
and# they represented besides 45 per cent of the paid-up capital 
of all the public limited companies. It was seen that here 74.8 
per cent of the paid-up capital phis debentures was composed of 
ordinary shares, 18.2 per cent of preference shares, .05 per cent of 
deferred shares, and 5.8 per cent of debentures.** 

Again, the Reserve Bank of India has made two studies of the 
capital issues in India fregn 19^18 to the middle of i960. These 
issues account for an amount of Rs. 308.5 crores. Of this 

^pital, ordinary issues accounted for 65 per cent, preference shares 
Rr 16 per cent, and debenture'^ for 19 per cent of the total fresh 
capital. The debenture issues wc n* generally taxable, and the rate 
of interest ranged from 4 per cent to b^^er cent. Preference shares 
were generally tax-free, and the dividend rat(* ranged from 5 per 
cent to ^ » t ut. TAULL I givers the annual issues of fresh capital 

from 1948 to June 1060. 

The ordinary shares in the aggregate account for only 65 per 
cent of the total whiTcas Mulky’s figure was 72 per cent for 1945 
and the Taxation Enquiry Commit -lion's figure was 70 per cent for 
1951 and the figure arrived at with the Association of Indiaji Trade 
and Industry's consolidated balance sheets was 74.8 per cent. Al- 
though the figures arc not exactly comparable, still some broad 
conclusions seem to emerge. Up to 1953-54 it looked as though 
the importance of the ordinary shares was falling. Bet with the 
confidence of the private sector restored and the prevalc.^t buoyant 
conditions, once again ordinarv’ shares are coming to their own. 
A low tempo of corporate activity is itself a sign of caution on the 
part of the investors and no wonder, up to 1^53, preference shares 
and debentures played a higher part than they came to pla\’ after 

1954- 

• Calculated from the con.solidatcd balance .sheets given in K. C. Shah. 
Pattern of Corporate Savings and Investment tv India and Financial 
Trends in the Sugar Industry, issued by the Association of Indian Trade 
and Industry’. 

Source : Reserve Dank of India Bulletin August 1056 and Febru- 
ary i^i. 
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TABLE I 

ISSUES OF FRESH CAPITAL 
(Figures in Rs. Crores) 


Year 

Ordy. 

Shares 

Col. (2) as 
%of 

Col. (6) 

Pref. 

Shares 

Dehen- 

tures 

Total 

Shares 

• 

(I) 

(2) 

( 3 ) 

(4) 

(5) 

(6) 

1948 

12.8 

58 


5-7 

21 .9 

1949 

8.9 

55 

4.1 

3-3 

16.3 

1950 

6-5 

45 

• 

2 .6 

5-5 

14.6 

1951 

4-3 

54 

1-3 

2.3 

7-9 

1952 

2.9 

62 

0.4 

1.4 

4-7 

1953 

7*2 

58 

0.4 

4.9 

12.5 

1954 

20.4 

61 

2.4 

10.4 

33-2 

1955 

16.3 

62 

4-4 

5-5 

26.2 

1956 

33 I 

73 . 

10.5 

1.6 

451 

1957 

19. 1 

77 

2.0 

3*7 

24.9 

1958 

17-5 

68 

3-1 

5*3 

25.9 

1959 

28.8 

67 

9.7 

4*7 

43.2 

i960 

(Jan-June) 

• 

24-3 

76 

3.8 

4.0 

32.1 

Total 

202.1 

65 

• 48.1 

58.3 

« - 

308.5 


Once capita' has been secured, the company begins its career 
in real earnest. Now the management has to face the problems 
of internal financial arrangements and organisation. Prices* and 
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profits have to be determined ; decisions have to be taken regarding 
reinvestment and the distribution of profits as dividends. Reserves 
have to be profitably utilised. Finding finances for maintenanfSe 
and depreciation are among the other cardinal problems to be 
faoed by the management. 

If the firm actually begins to make profits, it will first write off 
the depreciation of fixed assets and meet the tax liability. After 
allocating a certain part of the remaining profits for dividend 
declaration, the management will credit the residue to the profit 
and loss account in the balance sheet. The surpluses will also be 
transferred to various reswes hke the dividend equalisation fund, 
contingency reserve, investment depreciation reserve, plant re- 
placement reserve, etc. These reserves are useful to the corporation 
in more than one way. They could be used to expand the concern 
or consolidate its foundation^. Sometimes dividends could be 
declared even during the ‘loss-years* in order to infuse confidence 
in the minds of the shareholders who may otherwise feel too 
depressed. 


Company Legislation in India 

The above paragraphs are no more thar an attempt to sketch in 
broad outline the variou*^ aspect'^ of company management in India. 
Actually, the Indian companies are now governed by the Indian 
Companies Act of 1956, and such company legislation is intended 
to protect the shareholders and the general public from unscru- 
pulous persons w^ho tend to misuse the principle a;. ’ privilege ot 
incorporation with limited hability for their own sel; 1 purposes. 
Company legislation in India is over a century’ old, for the first 
Joint Stock Companies Act became law in 1850. This Act con- 
tained 105 Sections and one Schedule. Thc^next Act was the Act 
of 1866, with 231 Sections and 3 Schedules. In 1913. 21 new’ Com- 
panies Act was put on the Statute Book, but this w’as more or 
less a line by line reproduction of the English Companies Act of 
1908. The 191^ Act had 290 Sections and 4 Schedules, and it 
was frequently amended, the most important of the revisions 
being Act XXII of 1936 and Act LII of 1951. Even though nume- 
rous amendments were thus effected fn time to time, the viovem- 
meftt was not satisfied with the existing company legislation 
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because of the many loopholes that were noticed in its actual 
working. Moreover, many changes had been taking place in the 
^ructure and management of the corporations. In England, thrf 
Companies Act of 1908 (the parent of the Indian Act of 1913) was 
itself scrapped, and replaced by the more thorough and comprehen- 
sive Act of 1948, framed largely in the light of the recommendations 
of the Cohen Committee. Accordingly, in October 1950, the Govern- 
ment of India appointed a Committee headed by C. H. Bhabha*to 
examine the question of the revision of the 1913 Act in a compre- 
hensive manner. The idea was to examine the whole vast problem 
of company organisation and managemcint from the wider perspec- 
tive of the development of trade and industry in the country. 
The Company Law Committee felt that company law was primarily 
concerned vith means and also with ends. They wanted therefore 
to provide a good framework for the corporate form of business 
organisation in India. The\% thought rightly that the operation of 
private enterprise under modern conditions must be subject to the 
acceptance of broad social objectives and recognised healthy 
standards of behaviour. Thus the Committee had for their objective 
the adjustment of the structure and methods of the corporate 
form of businoiss management with a view to bringing about a 
neat and just pattern of relationship between the promoters, 
investors and the management. Such a pattern should obviously 
ensure that 

(a) the efficiency of the corporate form of organisation mav be 
increased ; 

(b) managerial efficiency may be reconciled with the rights and 
privileges of the investors ; 

(c) the interests of labour and of creditors and other jK'opIe who 
take part in thy production (dircctlv or indirectly) may \)c 
adequately safeguarded ; and, finally, 

(d) the attainment of the ultimate ends of social policy may 
be helped and not hindered Ijv the manner in wliieli the 
corporate form of busine-»s oiganisation functions in India. 

The Bhabha '"ommittce submitted their Report in 1952, and it 
was widely discussed by publicists, economists, Chambers of Com- 
merce, businessmen, and shareholders. The Companies Bill*U'as 
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at last introduced in the Lok Sabha in 1953. Next year a Joint 
Committee of the Lok Sabha and the Rajya Sabha was appointed, 
• and they submitted their Report in 1955, making numerous 
gestions. The Bill was finally passed in November 1955, and came 
intp effect as from ist April 1956. The Bill that was referred to the 
Select Committee had 649 Sections and 12 Schedules ; the Act as 
it finally emerged from the Parliament lia*' 658 Sections, 12 Sche- 
dflles, and many Forms, as against the 288 Sections and 4 Schedules 
of the 1913 Act. 

THE ACT OF I956 

The intention behind such a lengthy feat ol legislation (in its 
printed form it occupies more than 400 packed pages) as the Act 
of 1950 was that “the enactment should be a self-contained, com- 
plete and exhaustive export ion of the law governing joint-stock 
enterprise in India. It is intended tojielp the development of the 
companies in India on healthy lines and put down the abuses which 
were iiuticeo in the w >rking (A the retiring Act of 1913.““ The 
objective being so laudable and the effort correspondingly all- 
embracing, the new Act affects most of the classes of people con- 
nected with companies one way or another, \iz. company pro- 
moters, company managements, the shareholders, auditors, accoun- 
tants, etc. in diverse ways, and the Act has also introduced new 
proN'isions regarding pro.spectuses, shares, debentures, investigations, 
directors, managing agents, and so many other aspects of the corpo- 
rations. Even now, the Act \>in the main based on the English 
law, though there are 229 Sections which have no coT^' »'''tion either 
with tlie retiring Indian Act of 1913 or the prevailing, ^ngli.sh Act 
of 1948. 

But legislative intentions are scldoni compkdely realised in the 
actual (‘nactments themselves. Critics were not wanting therefore 
who castigated the Act of ic)5b for its “inordinate length, the 
complexity of its structure, its involved language, the vagueness 
and ()l^sciirity of many of its provisions, the interposition of Govern- 
ment control even in apparently minor matters, the plethora of 
returns and fortns . . the loopholes it has left “.^2 xhe Government 

“ F. K. Cunwalla, Ciuufyiiny Lau} and Ppobiettn^ hi tt tpnse, 

p. xxxiv. 

^ Ibid., p. xlviii. 
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accordingly realised, almost immediately after the* Act had come 
into force, that the whole thing needed revision, and hence appointed 
the ad hoc committee referred to earlier under the chairmanships 
of Justice A. V. Visvanatha Sastri to report on the amendments 
necessary to the existing company law. The Committee's RepQrt, 
already submitted to the Government, is in its turn being widely 
discussed. 

As our purpose here is not to go into exhaustive detail regarding 
the legislative aspects of the Company Law (these are a veritable 
Serbonian bog where, in the Miltonic phrase, armies whole might 
sink), we sl>all here content ourselves wijh examining how far the 
1956 Act succeeded in bringing changes in the legislation about 
companies. The important Sections from our point of view are 
those that relate to 

(a) the financing of the companies, 

(b) the interlocking of funds, and 

(c) the managing agents. 

According to Section 86, 'The share capital of a company limited 
by shares formed ^fter the commencement of this Act, or issued 
after such commencement, shall be of two kinds only namely: 

(a) equity share capital ; and 

(b) preference share capital." 

Holders of equity share capital will be entitled to vote at meetings 
of the company on all issues. The voting right on the poll will be 
in proportion to the voter's share in the paid-up equity capital of 
the company. The Act also makes it clear in Section 87 (2) (a) that 
holders of preference shares have a right to vote only on resolutions 
placed before the company that directly affect the rights attached 
to the preference portion of the capital. Further, under Section 
117 of the Act, no company can issue any debentures carrying 
voting rights, whether generally or in respect of particular classes 
of business, at any meeting of the company. 

HOLDING AND SUBSIDIARY COMPANIES 

The Companies Act of 1956 has besides many Sections that deal 
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with the problem of the interlocking of funds by the management 
which happens to control many companies. Section 4 declares that, 
•subject to certain provisions, a company shall be deemed to be <l 
subsidiary of another if : 

(a) that other controls the composition of its Board of Directors ; 
or 

ijb) that other holds more than half in nominal value of its 
equity share capital ; or 

(c) the first-mentioned company is a subsidiary of any company 
which is that other'^«> subsidiary. 

For example, if Company Z? is a subsidiary of Company A, and 
Company T is a subsidiary of Company B, then Company C is a 
subsidiary of Company A, by virtue of clause (c) above. Although 
there is no fixed legal meaning given teethe term ‘holding company', 
its definition directly flows from that of a subsidiary company. 
Section 212 acquires that the following particulars should be given 
in respect of a subsidiary or each of the subsidiaries as the case 
may be, along with the balance sheet of the holding company: 

(a) a copy of the balance sheet of the ubsidiary ; 

(b) a copy of its profit and loss account , 

(c) a copy of the leport of its Board of Directors ; 

(d) a copy of the report of its auditors ; 

(c) a statement of the holding company’s interest in the subsi- 
diary 

On the ^^hoh^ the information recjuired to be disclosed under this 
Section is far more comprehensne than required under the corres- 
ponding Section 133 of the of 1Q13 'The 1036 Amendment, 
which exempted the iinestment companies from the operatiem of 
Section 132-A of the 1013 Act, was alwavs criticised because most 
of the holding comp*imes farmed bv the managing agents were 
called investmt^nt co npanies in ordei to dupe the Government. 
This gave rise to many malpractices, and the present 1056 Act has 
plugged these particular loopholes effectively 

The Act has further prohibited loans, cept for a current account 
up tb Rs. 20,000, by a company to its managing agents, their associ- 
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ates, or companies whose management is subservient to the manag- 
ing agents above referred to. Moreover, according to Section 295, 
Government sanction is necessary for loans by a company to any 
of its directors, or his partner, or relative, or to any of the directors, 
or his partner, or relative of its holding company ; to firm# in 
which any such director or relative is a partner ; to private com- 
panies in which any of its directors is a member ; and to public 
companies in which any of its, or any two of its, directors hold 
25 per cent of the voting powers. The permission of the shareholders 
is necessary for loans by one company to another under the same 
management. Government sanction is required under Section 
372 if the t'ompany wants to invest more^tlian 20 per cent of its 
subscribed capital in shares or debentures of companies in the same 
group or more than 10 per cent of the subscribed capital of any 
single company in the group ; banking and insurance companies, 
however, are exempt from# the operation of this Section. In an 
earlier Section, two corporations ( bodies corporate') are declared to 
be under the same management if certain officers (namely, manag- 
ing agent, managing director, manager, secretary, treasurer) of one 
company fill a corresponding post in the other company, or if a 
majority of the dii^'ctors of one company constitutes (or at any time 
within the six months immediately preceding constituted) a majo- 
rity of the directors of the other company. l>ut companies under the 
same group include, not only companies undtT th(' same manage- 
ment, but also the managing agents of the investing cfimpany. 

Overloaded though it is with much unavoidable and even some 
avoidable legal jargon that sometimes seems to darken issiu‘s 
instead of throwing light upon them, inflated certainly to almo.st 
inordinate length, the Act of 1036 nevertheless must be said to 
have taken the first decisive step — tlunigh only the first stej^ — 
towards the abolition of the managing agency system It is true 
that, as the immediate aim of the legislation was to t'liminate the 
malpractices in company administiation in general, the Act now 
gives special importance to the malpractices in the managing 
agency system, since these agencies happen as a matter of fact to 
control a large area of our entire corporate sector. Tin* Act, how- 
ever, has in e.^ct given a fresh — though somewhat attenuated 
— lease of life to the managing agents ; they are permitted to 
continue, though with rather circumscribed powers. 
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Sections 3 ^ 4 “ 3^7 Act lay down the tests of eligibility with 

regard to the appointment of managing agents. According to 
•Section 325. no managing agency company can, after the commenef- 
ment of this Act, appoint a managing agent to manage its own 
affairs, on the excellent principle that a physician should at least 
be able to heal himself. Section 326 states that the appointment 
or reappointment of a managing agent can he made by a company 
orfly at its general body meeting, and this tor) will be subject to 
the approval of the Union Government who should be satisfied 
that the appointment of the managing agent i^ not against the 
public interest, that the*managing ag(‘nt proposed is a fit and 
proper person to be appointed and the conditions of the agreement 
proposed are fair and general, and, finally, that the proposed 
managing cigcnt has fulfilled any conditions which the Union 
Government requires him to fulfil. Another ‘^aluta^^' provision 
is made under Section 332, which disqualifies a person from holding 
office «as m'^naging agent in more than 10 companies after 15 August 
i960. The Act lias also various (»ther clauses that aim at limiting 
and controlling the remuiK'ration and allo\\ances of managing 
agents, the traiish-r of the office ol the managing agents, loan'^ to 
managing agent'., restriction <in inv*‘'-tinent etc. 

More than one opinion has been expre^^-d regarding the manag- 
ing agents.'^ Eminent industrialists like Eabubhai ('hinai, Homi 
Modv, Tulsidas Kil.u hand and <i. D Som.ini have ventilated th(‘ 
view that the .\ct has arnvd the (iovernment with powers 

of control over the* private sector ol industry — powers that are 
much too sweeping in char.uter tlu: !>y placing he private 
sector practically at tlu^ iner y ol tlu' t'\ecuti\'e. The ;ritics feel 
that the malpractices of a few unsci upulous men cannot affoid 
warrant for the manv tetters now imposed by the Act on the large 
mass of honest captains of commerce and yulustry. Even though 
the Companies Act has not actindlv abolished the managing agency 
system, Government’s ultimate intention is clear enough ; and 
the view is therefore ad\iinced that the Government should 
not be too hastv in t.eciding once for all about the future of the 
managing agency svstem which has. after all. contributed greatly 

See Chapter 1 entitled “Views and Alt ♦ ’ Ics. m 'ALR, 

The Managing Agency S\s/cw : A Revit\c . / its Working and Pf aspects 
ofi& Futuff. 
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in the past to the growth of commerce and industiy in India. 

It is certain that this recent spate of company legislation will 
definitely influence the nature of the growth of corporations in 
India. The growth of the corporate sector in our country has fol- 
lowed a rather haphazard course of development all these decades, 
and it is yet to be seen whether these various pieces of Government 
legislation will be really conducive to the rapid growth of the 
corporate sector in India and will thereby help the nation to register 
rapid economic progress, or whether they will merely create diffi- 
culties, legal, financial and organisational, that may actually 
retard sue); progress. To say the least Jthe position needs careful 
watching. 


History of the Corporate Sector in India 

THE BEGINNINGS : THE NINETEENTH CENTURY 

The present corporate sector in our economy is the result of a 
long process of growth from very humble beginnings. In fact, 
the very early joint-stock companies were founded by European 
businessmen, and these companies were mostly situated in the 
three presidencies .of Bengal, Bombay and Madras. For example, 
in 1899-1900, 86 per cent of the total capital invested in India 
was concentrated in Bombay and Bengal, table also proves 
the fact that joint-stock companies, while they no doubt increased 
in number during the last two decades of the century, did not 
grow with equal rapidity in the matter of the capital invested in 
them. 

It may be seen that the growth was by no means a very rapid one, 
rather less striking during 1892-1900 than during the preceding 
ten years. Though the companies had increased in number in 
1892 by 90 per cent cy/er the 1882 figure, the total paid-up capita) 
had increased only by about 70 per cent. During the next eight 
years, the number of companies rose by about 40 per cenjt, but 
the paid-up capital only by just 30, per cent. These eight years 
saw significant increases in the number of companies in banking, 
mills and presses, and in the trading group. After the Companies- 
Act of 1862 wa^ passed in England, making the principle of limited 

Source : Company Law Administration, Progress of Joint-Stock 
Companies in India, 
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NUMBER AND PAID-UP CAPITAL OF J 0 INT-STCX:K 
COMPANIES 

(Figures relating to paid-up capital in crares of rupees) 


1882 


Industrial Group 



Number 

Paid- 


of Com- 

up 


panies 

Capital 

m ' 

Banking 

I4G* 

2.18 

Mills & Presses 

ICO 

^>•75 


Mining & Quarry - 


ing 

10 

0.74 

Planting 

122 

2.8 

Trading 

<♦5 

I -<^5 

Others 


I . 20 

Total 

30,5 

I5.G8 


1892 1900 
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of Com- 
panies 
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up 

Capital 

Number 
of Com- 
panies 
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up 

Capital 

-273 

3-94 

407 

3-79 

-45 

12.06 

3^4 

17-93 

S? 

1 .62 

54 

1.66 

158 

C 75 

M8 

.^.46 

168 


279 

5.85 


1 - 4 '^ 

88 

2.01 

050 

26.50 

1340 , 

3»-90 


liability the cornerNtonc of company law, this new form of business 
organisation became very popular in Fngland dui* the la^t 
decades of the nineteentli century. But the opportunii ^ afforded 
by this way of doing biisint'ss evidently did not catch the imagi- 
nation of the Indian business community. Actually, during the 
eighteen years from 1882 to 1900, the comp^anies in India had in- 
creased only by 835 and the paid-up capital by 19.22 crores. 
The new form of busine^.^ organi'»ation was utilised only by a few 
pioneering inilividiials, thejr fnend> and relatives, who pooled 
together their iinancitd resources for starting now enterprises in 
the corporate ^>rm. Even in the matter of choosing the types of 
business to invest their money in. the Indian businessmt .1 were 
content with the enterprises which hau ilready been successfully 
run*by the Europeans. 
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THE TWENTIETH CENTURY 

In the early decades of the twentieth century, however, joint- 
sfock companies began to grow more rapidly than in the previous ' 
century. This was principally because of the increasing pace of 
r industrialisation then in evidence in the country. In 190Q-CO, 
the number of joint-stock companies in the country was 2,216 with 
a paid-up capital of Rs. 61.00 crores. This meant an increase of 
65 per cent in the number of companies and nearly 75 per cent In 
the paid-up capital over the 1900 figure. The noteworthy feature 
here is that the paid-up capital was not only increasing at a fast 
rate, but increasing al a rate faster than^he rate of increase in the 
number of companies. It is clear capital ^'as flowing in rather 
more freely than before into the corporate sector, and this was a 
good augury indeed. 

On the eve of the first world war, the total number of comj>ani<'s 
in India was 2,744, with a*paid-up capital of Rs. 77.00 crore^. 
During the first fifteen (rather less than fifteen) years of the century, 
then, the number of companies as well as the amount of the capital 
invested in them had risen by more than 100 per cent : the number 
from 1,340 to 2,744 and the paid-up capital for Rs. 34 qo crores 
to Rs. 77.00 crores. Besides, the growth during the 1900-15 
period was 70 per cent more than what had taken place during the 
last quarter of the nineteenth century ; and the paid-up capital 
of the Indian joint-stock companies in 1914 was nearly i>o jkt 
cent more than the paid-up capital 1900. Whereas during 1882- 
1900 the number of companies increased faster than the amount 
of the paid-up capital, during 1900-14 the very reverse was the 
case, the paid-up capital increasing rather faster than the number 
of companies. 

This sudden rise in the number of companies and the amount 
of paid-up capital is generally attributed to the fast spreading 
Swadeshi movement that gave a fillip to Indian-made goods in 
preference to goods imported from abroad. The growing natjonal 
sentiment generated during the 'Band^iataram' and ‘Partition of 
Bengal* agitation was turned against the imported^foreign goods, 
especially cotton textiles, and consequently a great demand arose 
among the people for goods manufactured in India. It was also 
during this period that pioneers of Indian industry like J. N. Tata 
and his son Dorabji Tata established the first iron and steel fact&ry 
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at Jamshedpur. ^Besides, the Government had by this time changed 
its policy and decided to purchase the necessary stores, etc. for 
State purposes within the country, at least whenever possible. 
This also gave the needed incentive for the formation of new corpo- 
rations in India backed by reasonably adequate capital. 

THE FIRST WORLD WAR AND AF'ILR 

But it was during the war of 1914-18 and during the immediate 
post-war years that the growth of the joint-.*^tock companies regis- 
tered major adv^ances. Kven though the total number f)f companies 
decreased due to liquidat^)ns, tin' total paid-up capital shot up 
from Ks. 77 crores in 19^^ to Ks. 99 crones in 19 iS. This wa^ niainlv 
due to the demand for goods created by the war. However, dilfi- 
culties in the importation of machinery cauMsl a certain ‘slac kening 
in the pace of progrc’ss during the latei stage*'* of tlie war. 

After tb.e war, for one thing the* su])pk’ of nuahinerv fiom forei’-n 
countries '^e^'amc^ easier, and. for anothei, an c*noimcjus cjuantitv 
of pent-up demand was rele.i'*c*d. witli the reMilt that industiiali- 
sation began to take place ra])idlv. Dining the p#*iiod between 
1918 and 1922. the number ot joini-^tock companies rost* to 5,180 
and the paid-up capital to 2ji c rorc s V'hdc* the number ol 
companies had hardly doubled, the paio-up capital hacl alino-t 
exactly trebled in the cchiim* cd cmlv eight yea^^. Yet, com- 
paratively speaking, the progre'-> during the* next ten \ear> — the 
1922-J2 period — was far fiom saii'.lactoiy. And, stiangelv enough, 
such was the situation in spite of the* policy of di'^criminating 
protection in favour of Indian got)dN u»llowed alt iQ-i- 
against the three-fold increaM' in tlie paid-up capital dui ig I014-22 
(that is, from Ks. 77 crores to Rx. 233 cioieso the lise during the 
following decade ending in Man h 1(132 was only to the extent of 
55 (^rorcs, the paid-up capital in the joiyt-slock companies in 
1932 being Ks. 286 crores, though the number of coinpanie> had 
increased from 5, 1*89 in T()22 to 7.0(17 in IC132 Hut it mu^t b-e 
remembered that, out of ihe.ten \ears 1(122-32. the last four were 
sorely afflicted by the world depiession, and consequently manv 
liquidations of companies took place. 

Once again, from i<)32 onwards, the ntiinber of compa: ies as 

** See article entitled "C'»oveniment Purchase of Stores for India: 
i858?I9I4*’ in Bengal : Past ami 7 V<\ncii/. jAiuiary-Jiine loM. 
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well as the amount of paid-up capital began regikering a steady 
if slow progress up to 1937. The number went up from 7,997 in 1932 
to 11,229 in 1937, and the paid-up capital from Rs. 286 crores td 
Rs. 312 crores. During the 15 years from 1922 to 1937 — ^by and 
large lean years in our economy — while the number of companies 
had increased from 5,189 to 11,229, that is to say, the number had 
doubled in fact, the paid-up capital increased only from 231 to 312 
crores of rupees, in other words it had increased only by one-third. 
To put it in another way, the companies had increased in number 
six times fast as the total paid-up capital of the companies 
increased. Lean years, though they throw up entrepreneurs, 
can seldom find funds to anything like an pqual extent. 

In 1937 an event of some magnitude happened : Burma was 
separated from India, with the result that the number of companies 
and their paid-up capital were reduced by 278 and Rs. 25.7 crores 
respectively. These figures represented 2.6 per cent of the total of 
the companies but as much as 8.2 per cent of the total paid-up 
capital. Evidently .some of the richer companies had been in 
Burma, and the separation gave rather a jolt to Indian economy. 
After the separation and on the eve of the second world war two 
3'ears later, India had 11,114 companies with a total paid-up capital 
of Rs, 290.4 crores. The dent caused by the separation of Burma 
had not, been closed yet. 

The growth in the number of companies and their paid-up capital 
during the inter-war. period had ^y no means been spectacular. 
On the contrary, it had been almost disappointing. Of course, 
during the inter-war period, especially the thirties, the world 
economic situation had itself not been very conducive to rapid 
economic growth in India Being a primary-goods producer, India 
suffered considerably during the depression years. Another factor 
which contributed to^uch a slow growth in our corporate sector 
was the political climate in India. Indians then were more interested 
in the political emancipation of the country rather than witl\ orga- 
nised economic development. Two of* the crests of the Gandhian 
satyagraha and civil disobedience movements fpll during this 
period— namely in 1920-22 and 1930-32. Actually, during the 
pre-1939 period, A large portion of Indian capital was diverted to 
trading as distinct from manufacturing enterprise. Many of our 
capitalists did not give their thought to the rapid industrialisafion 
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of the country but were content to make quick profits by engaging 
in money-lending, the export and import business, and agency 
work. This was roughly the situation till the second world wy 
broke out in 1939. 

THE SECOND WORLD WAR PERIOD 

The second world war, however, stimulated economic activity 
in^India to a considerable extent. During the war period the com- 
panies in India increased in number and increased their paid-up 
capital as table hi for the 1939-45 period clearly shows. 

LADLE III 

NrMBER AND PAID-UP CAPITAL OF JOINT-STOCK 
COMPANIES'* 


Year 


Number of Coffipanies 
Incorporated 

Total Paid-up 
Capital 

(in crorcs of rupees) 



11, II \ 

290.4 

i<MO 



303.7 

I<)41 


ii.o^S 

309.6 

1<)42 



3 ^ 5*2 

i‘) 4 < 


12.770 

,^6.l 

I (>44 


i ^ f)8<^ 

3 v 7 




389.0 


Again, as dining the first \v»>rld war. the rt'asons for such stimulus 
to economic growth are easily seen In the first placv, thanks to 
the war, impoits fell marketllv. Foi example, while cotton imports 
totalled Rs. 1,415 lakhs in i<)3J‘-30. they ai counted for a paltrj' 
R>. 137 lakhs in 1042-43, showing a decline of more than ( o per 

*• Source : C-ompany 1-aw .\dministration, Progress of Joint-Stock 
Cor^pantes m India, 
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cent* Such was the fate of many other articles ac well, for their 
imports too fell drastically. The sudden gap thus created by this 
Ijon-availability of necessary consumer goods had to be filled some-* 
how by indigenous production. The fall in imports specially helped 
industries like paper, matches, glass, leather-goods, and soa]^ to 
take root in the country. There was another factor, too, which 
helped the advance of industriahsation and consequently led to the 
formation of more and more joint-stock companies. When Russia 
and Japan entered the war, India became an important source 
of supplies to China, Russia and the Near East, not to mention the 
other theatres of the global conflict. It became necessary accordingly 
to utilise »ndia’s industrial capacity to the uttermost. By the 
end of December 1942, the aggregate value of the contracts given 
by the State Department was of the order of Rs 455 crores. Many 
industries like iron and steel, woollens, and chemicals had to woik 
to their maximum capacity^ for making their contribution to the 
war effort. The only difficulty — and a major one it certainly was 
— which Indian industry experienced during these years of hectic 
expansion was the near-impossibility almost of importing machi- 
nery from abroad, often from the embattled countries themselves. 
They could neither spare the machinery nor could it, even w'hen 
available, be safely transported across the seas to India 

THE POSl-WAR PERIOD 

When the war ended in 1945, as after the first world war, in 
the immediate post-war years thefe was witnessed again an un- 
precedented growth in the formation of joint-stock companies, 
thanks to a new spurt of industrialisation There was an enomrious 
growth in the civiliaa demand for consumer goods which, for the 
duration of the w^ar, had been in terrible short-supply. India had 
now also the opportunity of capturing the markets of China, Iran, 
Arabia, Egypt, Indonesia, and other Asian underdeveloped coun- 
tries, because the advanced Western countries, 'which were the 
original suppliers to these Eastern countries, were now war-raVaged 
and needed time to set their own industries in order, and also to 
meet first the local demand for goods which had* been in short- 
supply during the war-period. The result was that the number of 
companies in InJia and the amount of their total paid-up capital 
grew rapidly after the war as indicated in table iv. 
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NUMBER AND PAID-UP CAPITAL OF COMPANIES 
INCORPORATED*’ 


Year 

• 

J\ umber of 
Companies 

Total Paid-up 
Capital 

(in crores of rupees) 

1945 


389.0 

I 9-)6 

17 . 3 H 

424.2 

1947 

■21.853 

47^-7 

I94S 


569.6 

1919 

■ 25.310 

628.3 

1050 

27.558 

723.9 

1951 

28.53-2 

775*4 


The number of companies has nearly doubled •within six years, 
and so has the paid-up capital : an impres>ive record of expansion 
indeed, and particularly so during iij47-4S and 1949-5P, when 
Rs. 90 and Rs. 95 crores respectively of fresh capital came to be 
invested in the corporate sector. 

It ha.s been estimated by the Company Law Administration 
Wing of the (iovernment of India that, after the creation of Pakistan 
in August 1947, nearly 2,000 companies, with a total pair, up capital 
of Rs. iS crores, had gone over to Pakistan. Twenty years earlier, 
in 1937, it had been Burma's separation ; now it was r more radical 
operation, the carving out of Pakistan, l^uj the Company Law 
Administration remarks with regard to the companies that had 
gone to Pakistan's share : “These companies had their registered 
offices in Pakistan and it is, hqw'ever, not known how many of them 
migrated to India, and how much of their capital was already in 

” Ibid. The FICCI however thought that in 1047-52 progre.ss in 
private iiivcstnient would have been higher but for the higher prices of 
plant and machinery and uncertain deliver)’ dates. See The Economic 
Weekfy, January 26, 1054, p. 114. 
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India or crossed the frontiers later on".^® Anyhow, the partition 
of the country and the consequent diminution in our corporate 
Sector were not very markedly reflected in the number of compani€!» 
still in India, for, while the year 1947 shows the number as 21,853, 
for the very next year, 1948, the first year after tlie partition* the 
number was 22,675, actually an increase of over 800 — and this in 
spite of the 2,000 companies that went to Pakistan's share. With the 
attainment of independence in August 1947, joint-stock companies 
in India grew in number and strength more rapidly than ever. 
As mentioned earlier, in the immediate post-Partition period, 
the Korean W^’ar acted for a brief spell as a spur to increased 
corporate activity and quickened the pacc^of economic growth. 

TABLE V 

NUMBER AND PAID-UP CAPITAL OF COMPANIES 
fNCORPORATEI>>* 


Year 

Number of 
Joint-stock 
Companies 
(in thousands : 
as on the 31st March) 

Total paid-up 
Capital 
(in crores of 
rupees) 

1951 

28.5 

773 

1952 

29.2 

856 

1953 

« 9-3 

898 

1954 

29.5 

045 

1955 

29.6 

970 

1956 

29.9 

102 1 

1957 

29.4 

1078 

1958 

28.3 

130G 

1959 

275 

1510 

i960 

26.9 

1593 

1961 

26.^ 

1725* 


Progress of Joint-Stock Companies in India (Brochure issued by 
the Company Administration, 1955), p. 111 

Source : ibid, and relevant issues of the Motithly Blue Book of 
Joint-Stock Companies in India. Figures for 1959, i960 and 1961 are 
provisional. * 
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Anyhow, up to 195^1 economic activity in India was more or 
less guided by fortunate circumstances ; but in 1951, the Govern- 
Inent took the momentous decision to promote India's progress 
through economic planning, and thereby introduced a new factor 
with incalculable possibilities. The First Plan period (1951-56) 
saw a net increase of 1,520 in the total number of companies doing 
business, with a net increase of Rs. 235 croi^s in paid-up capital. 
taAle V indicates the growth of the corporate sector during the 
First Plan period. In six years the number of companies increased 
by hardly 5 per cent, while the paid-up capital increased by nearly 
40 per cent. 

THE PRIVATE AND THE Pl’BLIC CORPORATIONS: 

THEIR RELATIVE GROWTH 

Comparing the performance during the post-independence era 
of the two divisions of the corporate# sector, namely the public 
and the private companies, the latter seem to be ‘showing a more 
pronounv^cd t« ii'h*ncy to grow than the former, especially in number. 
At the same time, while the number ol public companies seems to 
be actually decreasing, the amount of the paid-up capital in the 
public companies shows an upward trend. The eomparative table 
VI is most suggestix e 

There were hut 207 private companies in igi7 with 4 paid-up 
capital of Rs. 5 8 crores ; the number was 2 O, 2 () 0 , with a paid-up 
capital of Rs. 334 crores, in almost a hundred-fold increase 

in number and nearly a sixty-fold increase in paid-up capital in 
the course of forty years. Furthei , the table shows th"*- in I955“5^» 
more than twice as many private companies as there ere public 
com])anies, had betwetui them h ss than half as much paia-up capital 
as the public compani<*s luid. It is als(i interesting t ' observe that, 
betwwn 1(151 and i()5C), while the public c^^mpanic'' decreased in 
number by nearlv 4f) ^xt cent and increased their capital by about 
54 pej cent, the private companies increased in numbtT by about 
21 per cent and aNo incieast^l their paid-up capital by ilmost 400 
per cent. 

It w'onld not be difficult to account for the spectacular rate of 
growth of the private companies and the tardiness in the grow'th 
of the j)ublic companies. In the first i ice, it was the tiglitening 

•®*lbid. Figures for 1058-50, I05(i’<>o and iyOo-6i are provisional# 
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TABLE VI 

NUMBER AND PAID UP CAPITAL OF PUBLIC AND 
PRIVATE COMPANIES 


Public Companies Prioate Companies • 


Year Fndtng 

315/ March 

Number 

Paid up 
Capital 
(in crores 
of rupees) 

N umber 

Paid up 
Capital » 
(in crores 
of rupees) 

1916-17 

2 306 

85 0 • 

207 

5 8 

1918-19 

^ 350 

95 6 

43 ‘> 

II 0 

1927-28 

4 108 

205 0 

I 722 

71 5 

1938-39 

6859 

21 > 0 

5 -J 55 

77 0 

1945- 

10 129 

32^ 0 

7 

lOI 0 

(Indian Union onl>) 





1950-51 

•12 568 

5 ^ 5 

15 9O4 

20S if 

1951-5-2 


606 8 

16 Sio 

24S 9 

1952-53 

12 05-) 

628 8 

• 

17 ‘^■>7 

-OS s 

1953-5 f 

10 248 

O31 ^ 

K) 280 


1954-55 

10 o-)6 

661 3 

19 

308 ^ 

1955-56 

^ 575 

6fK) \ 

20 2()9 


1956-57 

8810 

7 M <> 

20 547 

^05 (» 

1957-58 

8 296 

77 S 0 

19 9 i>| 

s ^-,7 

1958-59 

7 

78 j 10 

19 719 

• 

7*5 7 

1959-60 

7 ^06 

&II 9 

19 6I-, 

7S1 s 

1960-61 

^>745 

876 I 

10 565 

848 0 
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Up by the Company Law Administration that led to the closure 
^r weeding out of a number of so-called public companies thaj 
were hardly functioning or were companies only in name. Secondly, 
capital being proverbially shy in the Indian climate, it has on the 
wh5le been easier for the promoters of private companies to secure 
the necessary capital from their relations and friends than for the 
promoters of public companies to collect funds through public 
issues. The business spirit is still confined tf) a narrow section of 
the population (a legacy, perhaps, of the old ‘caste system' — still 
dying hard ! — that made business the preserve of one particular 
caste), and it is this sectiofi that is r^ady and eager to exploit the 
advantages of limited litibility over simple partnership, especially 
when (as it is happening now) the circle of ownership widens gradu- 
ally. The so-called ‘democratisation' of business enterprise is yet 
to take deep root m India, and the threatened ‘organisational 
revolution’ has not occurred here so far, at l(*ast not \isibly. The 
avenige investor in India has still to develop ‘investment-minded- 
ncss’ of sulheient momtmtum and seiiNe of direction to stake his 
investment more on the intrinsic merit of the \entuie concerned 
than on the men at the moment promoting it 

THE NEW COMPANIES AND '1 HE OLD 

It will be seen from the foreg(»ing rapid histoiical ski-tch that 
one striking fe.iture of tlie growth of th»' coiporate 'sector in India 
is tliat, even tli(»ugli companius have been numerically gn>wing 
in India since the last century, the leal momentum came only 
after the second world war, and this ha^^ b^en sustaim ever ''ince 
at a more or less steady pace. Hiit while the expansion •>! the coi- 
j)orate sector is impressive and unmistakalde. in one paiticular 
the character of the growth cannot be said to be very satisfactory, 
for the expansion in the paid-up ».apital i)e» n maiiilv borne 
by the companies aheadv in existence. It may be that this i*. to 
some oxtent at least (Uilv to be expected, foi it is but natural that 
companies that an* well established and are making steaJv pn)fits 
will be inclined •to plough back their piolits. whereas people are 
likely, even in an encoui aging climate tor investment, to be rather 
hesitant to risk tludr capital in new enterpiises Rut iiid ss the 
hesitancy or shyness is decisively overco-iO. a real tempo of indus- 
trial expansion cannot develop. The gr(m*th of paid-up capital. 
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due entirely to new registration, is indicated year by year in table 
Vfi for the 17-year period from 1941 to 1958. 

TABLE VII 


JOINT-STOCK COMPANY REGISTERED NEWLY 
YEAR BY YEAR«» 


Year 

Number of 
Companies 
Newly 
Registered 

Authorised 
Capital 
(in crores of 
rupees) 

• 

Paid-up 
Capital 
(in crores ot 
rupees) 

1941-42 

1165 

71.8 

1. 14 

1942-43 

1306 

96.9 

1.46 

1943-44 

1443 

107.5 

3 36 

1944-45 

1476 

119.4 

0.91 

1945-46 

2877 

284.8 

2.18 

1946-47 

4807 

557-3 

7*99 

1947-48 

3267 

283.9 

6 .Q 5 

1948-49 

3235 

200.6 

5-59 

1949-50 

2440 

145.4 

3-31 

1950-51 

2 \ 0 \ 

120.7 

2.50 

1951-52 

1866 

I 5--3 

5 - 4 - 

1952-53 

1333 

96.4 

3.92 

1953-54 

1937 

153 -9 

0.39 

1954-55 

1203 

226.8 

5 06^ 

1955-56 

1448 

•156.9 

0.60 

1956-57 

848 

210.65 

10.67 

1957-58 

961 

102.71 

2.77 


** Ibid. 
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w 

Not only is the disparity between the authorised and the paid-up 
capital very marked (the proportion being very marked particularly 
for I955’56 and 1953-54, nearly 225 : i and 400 : i respectively) f 
the growth in the companies as a rule seems to bear but a poor 
relAion to the fresh capital invested in them. Actually, in the 
eight years following independence, it has been noticed that, as 
compared with the paid-up capital brought in through new regis- 
tration rather a little more capital has been lost through liquida- 
tions. If the corporate sector has nevertheless grown and is growing 
still in spite of everything, it is only thanks to the enormous rise 
in the paid-up capital oi* the older companies functioning with 
increasing success in tlte present climate of industrial expansion. 
Taking the figures for the first Five Year Plan period alone, it is 
seen that, while the paid-up capital of the new companies averages 
about Rs. 25,000, the paid-up capital of the entire corporate sector 
averages about Rs. 3 lakhs per confpany. The disparity would 
be even g^'^ater if the averages of the new' and the old companies 
alone are contrasted. 

PROFITS 

Paid-up capital is only one of the many features that reflect the 
growth of the corporate sector. There are aKo other reasonably 
sure indicators like the value of the output manufactured, the 
amount of productive capital employed, and the net profits of 
the joint-stock companies. It i> not possible here to measure with 
any accuraev the significant role plaved by the comorate sector 
in the light of the value of the output and the amoimt ' productive 
capital employed owing largely to the non-availabilit\ >1 the rele- 
vant data. Ibit at least an attempt could be made to study the 
grow’th of corporate activity in India by a scrutiny of the net 
profits. 

In the process of growth of corporate economic activity, profits 
occupy a very prominent place, for it is thev that supply the main 
moti%'e force in a free cn^Tprise society. Ample profits enable 
corporations ti> get much of the capital thev require without ap- 
proaching the capital market, and profits also induce the prospec- 
tive investors to part with their funds readily. In the r^alm of 
corporate finance, profits, .savings, anu investment are the three 
key factors that mobilise a self-geneiating tempo of advance. 
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Actually, savings and investment really depend upon profits to a 
very large extent ; in very simple terms, profits lead to savings, 
dYid savings to investment. Hence a study of profits, not only 
helps us to mark the main trend in corporate growth, but also 
enables us to understand the mechanism of corporate finance and 
investment. 

From the economist s point of view, no accurate definition of 
‘profits’ has yet been formulated. For our practical purposes, 
however, we can take ‘profits' to mean on the one hand ‘normal’ 
profits which constitute the remuneration of the entrepreneurs 
(like the Directors of a company and its managing agents), and, 
on the other hand, ‘pure’ profits, which are actually the reward 
of the investors for taking the necessary risk. Thus the corporate 
net profit does not exactly correspond to the economists’ concept 
of profit as a reward for uncertainty bearing. We should, perhaps, 
conclude that the corporate profit is nothing but normal profit 
plus profit for risk taking. But the difficulty heie is in the actual 
application of the principle, for piofits are, as M. H. Gopal right! v 
confesses, “one of the hardest kinds of income to measure”, and 
it is not possible to distinguish with any degree of precision between 
various types of ind^mc in the shape of profits 

The crucial problem is one of collecting the relevant data about 
the profits of corporations Theie are three sources from which 
such data might be collected, namely, the corporation's account 
books, its income-tax returns, and annual report including the 
balance sheet and the profit and lo>s account. The company’s 
own account books are the mf>st reliable source for the evaluation 
of the profits of the company, but they are not readily 01 easily 
made available by the management The income-tax returns are 
also not possible to get at, and even if they are somehow made 
available, they cannot iie relied upon, because income-tax returns 
are often a trial of strength and ingenuity between the acc(3untants 
and auditors of the firms on the one part and the income-tax 
legislation and the tax officers on the 6lher part. As for the third 
source, it is also not very satisfactory because the .Annual Report, 
balance sheet and the profit and loss account an* seldom very 
precise. “In a vtv large number of concerns”, A. I), (iorwala 
writes, “there is a considerable gap between the profit shown and 
The Theory of Excess Profits Taxation, p. 60 
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the actual profit the amount of this gap appears nowhere in 

the accounts, but passes directly to the individuals managing**. 
l^ut for want of any more reliable or more easily accessible 
source, wc have to depend on the balance sheets and the profit 
andploss accounts for the measurement of the profits of companies, 
since their own account books are not readily available for 
scrutiny.*^ 

As we are concerned here with the piofitj^ of tlie entire corporate 
sector, it is not feasible to analy'^c, even if they were made avail- 
able, the balance sheets and profit and los^ accounts of all companies 
functioning in India, for these run into tens of thousands. Hence 
wc are obliged to seek thi^ help of the ta\-statistics compiled by the 
Central Boanl of Revenue. 

TABLE VIII gives the net profits of all joint-stock companies in 
India fiom I037-3^' I059-bo 2® 

While examining the figuies given in 4lie table, it mu'-t be reincin- 
bered that the amount sliown for anv vear is actually the profit for 
the prexioua >vdi. From iln* figuies, howr \ei, we ma\ have an idea 
of the profits made by the comi)anies \eai bv \ear Tht*se amounts 
include also the amounts ]\ud as laxe& Wc m e that, according 
to the table, the profits 01 companies and othei as-ociatums assess- 
able at tompany rates have iisi n b\ iieaib ight times in the ccmrsc 
of twenty yeais, that is, fiom Ks 27 72 irores in 1937-38 to 
Rs. 212 07ciores m i(n(hf>o It i- .iKo deal that tlie coiporate sector 
las done bettei than the unie^ustend liinis and as^souations of 
persons, whose pn fils ha\e risen b\ -i\ times Juring the same 

period, that is, fiom Rs (1 02 cion ^ to R* ; [ 03 tiorcs 

How’e\er, the figuie> pio\uUrl bv llie Central Board v Revenue 
cannot be entneh udievl iijitm 'llieie aie ob\ lous defects, dictated 

The UhistfiitcJ n\<A/\ Lil a J 7 ]aiuiaiv 
** See M. C Miinshi, huh' *}iai ni Irl.a is Iii'^cusMiit: the 

analysis of balaiue sheets ilu' Minniiv ol CoinnuRe ii.;htlv point'' out 
that tlv consideiable time-lag between llie ])ubhi.ai(ni ol the balance 
sheet aiul the close ot the \eai Ao wIikIi it leLites accentuates the difii- 
ciiltv of linking up the ]>rf>tits to the econoniu coivIukuI'n just pieceding 
“gonorally speaking. howe\er, it is :>i!e to assun • that tin' profits dei - 
laicd during any partieul.u year reflect in the nuiui the conditions diiiin.: 
the preceding year'*. (AVi itu' i*/ M 1 taJe nf i P- - 

•‘Source: Relevant issues of tlie All hid.* lax at: I 

RrtuAis issue<l by the Central Ikxird of Revenue 
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TABLE VIII 

PROFITS OF INDIAN JOINT-STOCK COMPANIES AND 
UNREGISTERED FIRMS AND ASSOCIATIONS OF PERSONS 


Companies Unregistered 


Year 

{Public d> Ptivate) 

Firms Associations 
oj Persons 


A mount 
(rupees in 
crores) 

Index 

(1930-40 

=-100) 

Amount 
(rupees in 
crores) 

Index 
(1939-40 
= 100) 

1937-38 

27.72 

75 

6.02 

62 

1938-39 

37-76 

102 

7.04 

7 -’ 

1939-40 

3703 

100 

0.77 

100 

1940-41 

47-39 

128 

10.95 

112 

1941-42 

56.48 

153 

10.66 

10() 

1942-43 

97-68 

264 

10.20 

104 

1943-44 

1 34 - 50 

30 3 

15 

154 

2944-45 

168.76 

45 ^> 

15.50 

ISS 

1945-46 

169.44 

458 

n 

140 

1946-47 

148. 38 

401 

23.78 


1947-48 

257.92 

426 

12 86 

15-2 

1948-49 

169.47 


17.89 

18 s 

1949-50 

185.60 

501 

17.45 

178 

1950-51 

145.02 

V >4 

21 99 

- 2-25 

1951-52 

109 90 

540 

27.16 

278 

2952-53 

201 .40 

54 5 

- 2 ^ 55 

229 

2953-54 

21^.96 

50^ 

-26.7s 

-274 

1954-55 

107-54 

53 5 

29. 14 

SOI 

1955-56 

188.14 

508 

• 

5 5 97 

344 

1956-57 

-235*04 

^>57 

42. 

351 

2957-58 

219.70 

505 

34-47 

349 

1958-59 

^65. 93 

718 

37*04 

388 

1959-60 

212.97 

575 

34.93 

358. 
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by the exigendes of the tax assessment, and at best the figures 
are useful in so far as they give us an indication of the trend or 
•course of company profits. The data given relate to the total 
number of assessments completed in a year ; and they also include 
a lumber of as.scs.sments of earlier years, and often some of the as- 
sessments of a year are carried over to the next year. The coverage 
too is not quite comprehensive. There arc j.iany companies which 
awe not required to pay any tax on account of their income being 
ab.sorbed by the development rebate, depreciation, etc., and hence 
are excluded from the cumulati\e data provided by the Central 
Board of Revenue. Agaiy, the new companies that have actually 
begun production are nf^)t included here on account of the sanctioned 
tax-holiday. Further, income tin ough capital gains does not come 
w'ithin the purview of the table of statistics, because the income- 
tax law excludes capital gains. Thus the above table can be taken 
only as a general and not verv accurjite indicator of the corporate 
growth, subject of course to the limitations already referred to. 
Apart Loiu ibr- 'statistical shortcomings, there are also other factors 
like companies resorting sometimes to deliberate evasion or to the 
avoidance of revealing the real position about their financial affairs, 
which also detract .somewhat from the reliability of the figures 
arrived at by the Central Board of Revenue largely on the basis 
of the data supplied by the companies themselves. 

Apart from the .statistics of the Central Board of Revenue, the 
Company Law' Administration Section of the Mini.^ti}' of Commerce 
maintains an inde.x of industnal profits in India. This does not 
suffer from some of the defects of the C.R.R. statistic as explained 
abc 3 ve, but, in its turn, it is useful onlv to the extent the useful- 
ness of balance sheet studies. This index^^ (table IX; is prepared 
wdth the figures for profit given in the Investf^r s \ ear Book, 
publislu'd annuallv by Place, Siddon*^ and Ciough of Calcutta. 

The profits taken inti> account aie piofits of manufactures less 
provisions made for taxes, intcTcst, commission and other miscel- 
laneous iti*ms. The contributu#ns made towards depreciation and 
cither reserves are not deducted from the figures for profits, but 
allow’ance is made for the transfer of mcmey towards the profit 
account from contingencies and capital or reserve funds from the 

•• Source : Progress of Joint-Stock Com^ *nies in India ^up to 1953) • 
an® Monthly Abstract of Statistics, July 1 Q 5 O {i^54-5fi)- 
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sale of Govemnjent loans or from charges incurred by managing 
agents, directors, debenture holders, etc. The coverage of companies 
in the principal industrial groups— Jute, Cotton, Tea, Sugar, 
Paper, Iron & Steel, Coal and Cement — whose profits have been 
taken into account in compiling the index series, in terms of paid- 
up capital in the respective group totals, is between 35 per cent and 
98 per cent, and the overall coveragf* of all groups works out to 
be ^lightly above 60 per cent. Judged, on the other hand, by the 
total paid-up capital of all the companies in the entire field of 
trade and industry, the coverages of the samjde might not exceed 
25 per cent. Besides, this is a chain ind(*\, becau'-e both the base 
and the base year vary from year to year ; and this is also an 
index of the trend of ])r<3fitabihly (unlike the index gi\'en along 
with the C.B.R. statislh s). which i^ im'ant to indicate Ikav profit." 
of compani(*s in the same gnaip in two consecutive years vary from 
year to year. IKtc we an* able to make a direct comparison betw'een 
the level of profits in one year and that in the immediately preced- 
ing year or 'icr^^rding year, without rigidly refeiring it only to tht 
base year (here 1939), "’hith may lx* remote from the \’t*ar we are 
actually considering. There is al o con"i(hTabk‘ da^tic itv here, 
because items may be added or <»mitt(*d each year so that the pei- 
C(‘ntage coverage mav be m<untain(‘d. Each figure now indieatt‘s 
]lOw^ relativ(*ly to th<* pre\ioii" yeai, the trend of pnuit" is 
increase or decrcM^e. and in what juoportion. The iixTease or 
decrease in the trend of profitability might be tin* result of various 
factors; more piodiution, boi<!n condition.", price control, etc. 
Without being too .specific or rpiite compn*hen"i\'e. the ■ '-ain index 
docs indicate tlie tiend ot profitability at the differen Joints of 
time, both in the eight group" ot indu"tiy separately anaiy."ed, and 
also in all the industries taken together. 

Company Law Adrninistiation have di"Continiied preparing this 
index after ic)5b. There i" however anedhef index of profits of 
Indian industrh*s compiled bv the Ko"erve Bank of India that 
commences from 1950. Two sots of figures are available one is the 
index for the profits after tax while the i»ther represents (iross 
profits plus tax fTAiu E x). 

This index is also prepared with the figures pro\ided the 
companies in their balance sheets and ’ ’■ofit and loss aci.ounts. 

Source : Monthly Abstract of S fat: ^ttes, September, io<>o. 
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Strictly speaking, these two indices cannot be compared because 
they are based on different samples, but they are both useful if 
we wish to infer only the broad trends. A careful scrutiny of the 
indices, taking into account the qualifications already mentioned, 
shd^s how factors like business cycles, the nature of demand, the 
imposition of controls, and the prevalence of competitive conditions 
have influenced the trends in profitability in the corporate sector, 

BUSINESS CYCLES 

Business cycles are more or less rhythmic fluctuations in the 
economy. The major charScteristics of such cycles are fluctuations 
in employment, output, and money income In the words of G. von 
Haberlar, the primary features of anv business cycle are two : 
"The one is the fact that the cyclical ups and downs of production 
and employment are accompanied by a parallel movement of the 
money value of production and transaftions, the second is the fact 
that the cvclical fluctuations are more marked in connection with 
the production of proaucers’ goods than in connection with the 
production of consumers’ goods. ’'*** P>usiness cycles either increase 
or decrease the demand for goods and services, and thus influence 
the level of profits through their effect on the scale of operation 
of the corpuratioiis. Anothei wav m whi('h the business c\’rles affect 
profits is bv their effect on the price of goods. If the prices fall, 
in the short period the cost stiuetun* cannot be changed to reduce 
the prices, and naturally the must come down Thus the 

dcpiession of the thii lie>* affected the profits portion of the corporate 
sector considiTably The second woi Id period wa*^ ^ of boom 
conditions, but in the post-w«ii peiiod the boom condii ns began 
to thin down slowlv, till the Koiean War brought about boom 
conditions once again A mild depression or receSMon fc»llowed the 
Korean War boom, and now we sec another fc\ival. All these are 
broadlj' reflected in the profit index. 

NATURE AND EXrENT Ol- DEMAND 

The profits of. the c aporate sector are also greatly influenced 
by the nature and extent of the demand for the goods it produces. 
In the depression period the demand naturally sinks to ‘ low 
level, and that is mainly the reason for th rovUiced price level and 

■* Prosperity and Depression, pp. 277-8. 
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the consequent dwindling profits. This applies botli to the countries 
and industries depending on the internal market, and those that 
depend on the outside market. During the pre-war period^ 
Government's protection policy saved industries like sugar, paper, 
and iron and steel from the effects of tlie depression abroad, lind 
that is the reason why the indices of these industries showed an 
upward trend. Profits rose sharply from 1939 to 1043 owing mainly 
to a spurt in the war effort and the mounting orders placed by*the 
Government. From 138.0 in 1940, the all-India index rose to 
245.0 in 1943, but from then onwards profits began to decrease 
slowly, aim st imperceptibly for the nc::ft three years, owing to the 
gradual thinning of war ordeis and the ^nd of the war in IQ45. 
The bottom was reached in 1947, the partition year ; but in 1950, 
how'ever, the Korean War boom increa.sed o\’(Tseas demand, 
particularly of jute, cotton and tea. and thus profits also mounted 
up, and took the general •Index from 191.6 to 310.5. Once the 
Korean War boom ceased, howev'cr, the indices of these commodities 
fell sharply, with the rcMilt that the general index also d(Tlined 
from 310.5 in 1951 to 190.6 in 1952. 

Apart from the external demand, the internal demand for goods 
and services are also on the increase of late, especially due to the 
new developmental activity, (roods like cement, iron and steel, and 
coal arcTequired in increasing quantities, Ix'CJiuse of the enormous 
constructional activities of recent vear*^. Accordinglv the indices 
have shown a tendency to fall : lljis cr)iild very well be due to the 
non-a^’ailability of foreign exchange which has considerablv slowed 
down the construction work of many an important project. 

CONTROLS 

Normally, in a competitive economy, prices are fixed by the 
operation of the forces of supply and demand. But in abnormal 
times like w’ar, famine, etc., it will be a grave hardship if such 
unrestricted freedom were allow^ed, and hence Governments are 
obliged to resort to price controls. 14 a ceiling is fixed for prices, 
then it keeps the level of profits at an artificially low level. 
Occasionally a minimum selling price also is enforced with the 
result that it art ficially raises the prices. During the war and the 
post-war periods, the coal industry had to be given such artificial 
price support, and besides, during the war years, the prices of 
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several other jJroducts too were controlled. When Government 
needs certain goods in large quantities in times of emergency, price 
•fixing is generally undertaken ; and by this process the profits are 
frozen. This is actually what happened to many industries in 
which profits were frozen at a fairly high level during the war. 
When, in 1947, most of the price controls w(Te removed, profits 
began to show an upward trend. All the indices except those of 
tei^thus increased between 1947 and 1948 , Jute, from 313.2 to 
361.2, an increase of about 15 per cent , ( otton from 317.7 to 
548.1, an increav' of over 70 per C(‘nt and ^o on. 

I ()MPJ:riII\E CO.NDllION^ 

The level of profits is aKo depend(‘nt on competiti\e conditions 
in the indu^trv. Whatever competition there might have been, it 
e\ist(‘d only m the pre-war jxriod In tliat period, there W'as 
considerable competition among the mQnlber^ of t]i(‘ coal and cement 
industries. But now* the incrtMsing desire to unifv lh(* \ arious units 
and tht. Cmw n-’oent p uK'V of licensing to prevent overcrowding 
have tended to gi\i* almost inonopolv’ pow’er to many industries in 
the corporate sector. Again, tliere is i maiked trend of late, namely 
increase in the 'groups of (mterpiise'- ' These tendencies towards 
monopolistic conditions havt* also pLiyed part in influencing the 
level of profitabilitv. In fact, it is not possible to say with any 
certaintv that this cause or that cau-^e alone was responsible for a 
particular effect, because alwavs opposing forces are at work in 
the economv. For example, in a deprc'ssion peiiod, the profits will 
tend to fall, but the buttressing pow'er ol oioleclion W’l revent the 
profits from filling catastiophicallv In like manner, 1 .\ar time, 
profits tend to rise sliarplv. but piice controls wall try to keep the 
profits within reasonable limits Thus piofits are largely affected 
bv the tirbitrarv fixation of piice" and tht^ effectiveness of the 
governmental macliinerx to entoice the le\els so fixed. 

CORPOR.\lE SWINf. 

Profits no (hnibt pFv an important part in a free enterprise 
economy, but the importance flows mainlv fiom ihc fact that the 
corporate sector can, and does, retain a considerable portion of its 
profits for further expansion. In this con 'ction it is interesting to 
hear*H. T. Parekh : "Industrialisation is a function of capital 
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investment. Modem techniques of production require not only large 
initial capital but necessitates continuing investment for 
modernisation and expansion as a price for remaining in thd 
business."** Every year it is not feasible for the company to go to 
the capital market for additional funds, and hence, when savings 
from profits are available, it is best to utilise the savings for ensuing 
such continuous growth. Corporate saving is thus the sine qua non 
for the development of the corporate sector. Now, what arc •the 
factors that induce the management to save and plough back a 
certain part of the disposable profits ? 

THE DIVIDEND POLICY 

Foremost comes the dividend policy of the corporation, for 
increased corporate saving and liberal dividend declaration in- 
evitably pull in opposite directions. Actually, a company's 
reputation is largely determined by its dividend policy. The 
company's share values on the market are also influenced by the 
dividends it declares, because the value of the shares fluctuates in 
response to the yield as dividends. Hence many companies follow 
a stable dividend policy ; in other words, the rise or fall of net 
profits is not allowed to be unduly reflected in the dividend declared 
by the company year by year. Sometimes, again, the dividend 
policy i^ influenced by the tax liability of the shareholders. The 
companies may not choose to declare high dividends even when the 
level of profits warrants such declaration, because that must 
necessitate, after all, 'the pajinent of taxes at a higher rate by the 
shareholders. 

The size of the companies also influences the dt'cision of the 
management regarding the quantum of the profits to be retained. 
From a theoretical angle, the need for saving varies inversely with 
the size of the corporation. This is because the smaller the corpo- 
ration, the more restricted is its ability to procine new capital, 
and hence the greater the need for drawing upon profits to supply 
the deficiency.*® However, this is nqt universally the case, for a 
company may be small, and yet have a good name and standing 
in the capital market. On the other hand, the above argument 
regarding the si;« of companies will hold good if the company is 

•• The Future of Joint-Stock Enterprise in India, p. lo. 

•• See T. Ellwood Amos. The Economics of Cor^borate Saviue. n. 
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not only small but also new ; ploughing back of profits is necessary 
for consolidation as well as expansion. 

The company's programme of expansion will thus also be taken 
into account in determining the proportion of the profits to be 
kcfft back. If the management suspects that they are unlikely to 
get sufficient response in the capital market, they will naturally 
be obliged to keep back a portion, large or small, of the profits. 
Sorhetimes it is possible that a company may not have a volume 
of profits large enough to enable them to set apart a sufficient 
amount U»r retention and ploughing back. In .such cases, the 
company may actually de(?!are a higher dividend than is warranted 
by the profits to attract prospective inve.stors. 

For some companies, again, the nature of the business is such 
that they must have sufficient liquid cash on hand even if they 
don't have anv plans for expansion. This factor also influences 
the decision of the companies regarding the amruints ol the profits 
to be retained. 

The tj(W'einiiient too ma}" interfere and regulate the dividend 
policy of the corporate sector In an economically developed 
country, si cb interference is mainly occasioned by the Ck ) vernment's 
concern with the state of the economy. In c>ther w’ord‘-, during 
inflationary period^, the (lovernment may direct that the corporate 
Elector should not distribute dividends ; wiiile, during the deflationary 
periods, the corporatt* sector will be enctmraged by the Government 
to distril)ute large dividends., I lowwer. in an underdeveloped 
economy like India, the main concern of the Govcinment will be 
only to ensure economic development by all means i" its powder. 
As letention of jirofits will help tin* corporate sector :o save and 
invent, the (ioveinment will enact and enforce measures that will 
encourage the corporations to distribute less by w^ay of dividends 
and letain more for ploughing back. The Gg)vernment can either 
employ taxation for this purpose or isj>iic direct oiders to the 
corporate sector. The undistributed profits tax and provision for 
rebates on the amount of profits not distributed are among the 
types of taxation imasures that discourage or encourage profit 
retention. Sometimes the Government may statutorily prohibit 
the companies from declaring a high dividend, as was att mpted 
by the Public Companies (Limitation oi dividends) Act of 1949 — 
thoifgli this particular Act w’as not much of a success, and not a 
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single tear was shed when it lapsed in March 1950. Even though 
the Government can in theory, and sometimes docs actually, tr}' 
to regulate the level of profits retained, such Government inter-* 
ference is open to criticism, and has been criticised, on many 
grounds. Limitation of dividends upsets the capital market ftnd 
promotes the growth of many undesirable trends in corporate finan- 
cing. It is not necessary that all corporations should utilise the 
saved funds for really productive purposes, for it is quite possible 
that wasteful expenditure may be undertaken by the corporations. 
The cardinal criticism against dividend limitation is that such 
Gkjvernment interference must necessarfiy mean reduction of tlie 
freedom of the companies to utilise the profits in the best 
possible manner. 

If the management holds a relatively large proportion of the 
shares of the company, it may not like to give up its managerial 
control. The need for capital may compel the management to go 
to the capital market ; yet, even though it may be easy to secure 
capital in the market, the company may nevertheless decide to 
resort to retained profits just to prevent outsiders from getting 
control of the company by taking large blocks of shares In closely 
held companies, retention of profits may also be used to avoid 
personal liability. Thus, various considerations— ps\chological, 
prudential, financial, adventurous, even selfish - may operate, singly 
or in collusion, in determining the proportion of the j^rofits to l)e 
retained. 

ROLE OF RETAINED PROI IT'^ IN THE CORPOR \TE sEf'lOK 

TABLE XI gives a comparative picture of how corporate iiK'ome 
was disposed of. 

These figures show what part retained profits pla\ in the \ari- 
ous developed countries. We find very few countries r(‘laining less 
than 50 per cent of the net corporate profits “If Hritisli or .\m(Tican 
experience is any guide", writes Kaldor, ".successful companies 
plough back, during the critical perioil of their expansion, not 40, 
but 90 to 95 per c«*nt of their dispcisable profits, (^r e\en inore".-’*^ 
The difference between developed and iindei developed tountries is 
that, even if the percentage of corporate savings i.s low in advanced 
countries, still the net accretion to the tr)tal saving will be 
Indian Tax Reform p. 87. 
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TABLE XI 

USES OF NET CORPORATE INCOME 
(Average 1950-59) »• 


Percentage of Corporate Income Percentage of Corpo- 
before Taxes rate Disposable Income 


Country 

Net 

Saving 

Direct 

Taxes 

Dividends 

Net 

Saving 

Dividends 

Norw^ay 

47-7 

46.0 

6.3 

88.3 

n .7 

Japan 

47.0 • 

40.9 

12. 1 

79. 

20.7 

Australia 

34.4 • 

31 'i 

34*4 

49.1 

59.9 

UK 

33-4 

39.2 

-’ 7-4 

34.fi 

45-4 

France 

31-4 

3 U 4 


17-9 

5 - 2.1 

West Germany 

31 0 

54-3 

• 14.6 

68.1 

31.9 

Finland 

30.0 

59.2 

10.8 

7 U 9 

26.1 

Canada 

27.8 

46.4 

25. cS 

5 I.I 

^8.9 

New Zealand 

26.8 

48.7 

21.5 

52.2 

47-8 

USA 

20.8 

(‘>•5 

20 7 

|1.2 

53.8 


considerable, whereas in undeveloped or underdeveloped'countries, 
whatever may be the percentage of retained profits, it will still 
yield but a poor accretion to th(*pool of saving because the corporate 
sector is but at the early tentative stages of devclopin'*nt. Actually 
in advanced countries the capital maiket is appro* led by cor- 
porations only when a very rapid expansion of investment is 
visualised, the normal expansion schemes being generally financed 
from internal sources. Diiri’^'g the fiftic'^ many countries were 
recoveiing and progressing economically* after the war, and 
hence we see them dejionding on external finance to a considerable 
extent. For instance, the share of external finance to total finance 

of capital formation works o*^;t to be Oo 5 jier cent (1051-59 average) 

• 

*■ UNO, World Economic Survey (Now Voik : io(n), p. 31. 

This, at any rate, was the position ol the .Vmencan manu^\cturing 
companies between 1915 and i<>43. (Cl. ' P. Dobrovolsky, rporate 
Inc^nne Retention, p. 0.) 
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for Japan, 51.3 per cent (1950-54 average) for Canada, 55.5 per cent 
(1952-58 average) for Australia, 38.5 per cent (1950-55 average) for 
France, 48.4 per cent (1950-59 average) for West Germany, 37.2* 
per cent (1950-59 average) for USA and 37.1 per cent (1950-58 
average) for UK. One cannot be dogmatic about the relative 
dependence of external finance being solely due to higher levels 
of investment They might also be due to other factors like tax 
policy, growth of corporate income, dividend policy and the liquidity 
position of corporations.®^ 

In India, while it is clear that the corporate sector saves a 
considerable part of its profits to plough jjack, still we do not have 
any comprehensive data regarding the jgroportion to the total 
profits that the corporate sector saves as a whole. For a broad 
analysis of the trends, however, the data supplied by the Central 
Board of Revenue could be used. For a rough approximation, we 
can deduct from the net income assessed by the corporations 
(Private and Public) the sum-total of taxes />/iis the dividend 
income assessed. There are, no doubt, certain anomalies here. For 
one thing, the di\ndends might be the dividends of previous years. 
Again, certain companies may declare dividends even if they ha\'e 
sustained a loss for reasons already stated earlier. Moreover, the 
figures in TABLE XII (prepared with the help of the Central Board of 
Revenue’s statistics) reflect savings made by profit-making companies 
only, and \he net savings in the corporate sector will naturally be 
smaller to the extent of the dis-saving by companies sustaining losses. 

Not only do the figures reflect th 5 savings only of profit making 
companies, but intercorporate dividends introduce another compli- 
cation as well. The difference between the companies' accounting 
year and the assessing year has also to be borne in mind. As far as 
the statistics are concerned, because of huge arrears of pending 
assessments for several years, the incomes published for these 
years tend to be uifderstated. Larger amounts were actually 
earned, but they have not gone into the statements, because they 
have not been charged to tax yet. Exaggeration — both in‘ the 
number of assessees and in the quanfum of income — is possible 
because of the method of preparation of the statistics which tabulate 
the incomes assesred in a particular year, irrespective of the year 
or years during which the incomes were earned. 

UNO, IVor/d Economic Survey i960, pp. 52-53. 
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TABLE XII 

CORPORATE PROFITS AND SAVINGS** 
(in crores of rupees) 


Yee» 

Net 

Profits 

Profits 

minu^ 

Taxe% 

Divi- 

dend 

Corpo- 

rate 

(5) «s 

% 0 /( 4 ) 


plus Taxes 
(I) 

! axes 

(4) 

(5) 

{•) 

Saving 

(5) 

( 6 ) 

i 

1940-41 

47 30 

^7 13 

10 26 

11.62 

25 51 

70 

1941-42 

56 ;i 

37 33 

i<» 08 

14 85 

23 50 

65 

1942-4 ^ 

97 68 

54 47 

15 21 

17 85 

34 A2 

69 

1943-44 

M4 50 

•), 68 

Sc) 82 

23 M 

21 2| 

17 

1944-45 

168 76 • 

58 05 

109 

29 81 

29. 12 

49 

1945-46 

1(19 44 

55 95 

11 4 )9 

40 S9 

25 06 

45 

1946-47 

1)8 

jO 27 

lOS II 

2() <)0 

10 ^7 

25 

i 9 f 7-48 

157 

70 64 

87 20 

28 70 

|I 93 

00 

1948-49 

i6<; t7 

71 -^-2 

05 

4 ^ 

32 79 

45 

1949-50 

1S5 60 

<K>.So 

8 s So 

10 04 

•> ) 2 ^^> 

5 ^^ 

1950 51 

Ms 9-2 

70 So 

7*) 12 

ts 22 

,2 *,8 

|9 

1951-54 

199 99 

II 

95 ■) ) 

5 - -’9 

52 M 

50 

I 954-)5 

200 J5 

06 ss 

17 

15 42 

40 

53 

I‘> 5 J 5 » 

2 li) 06 

122 |0 

<» 

■)! 

67 52 

50 

1654 ‘55 

J 97 5 4 

no 7-, 

so 

•>S 01 

52 “4 

4 ^ 

1955-56 

18S l| 

105 OS 

S2 |0 

45 ^*7 

71 • 

57 

1956-57 

^^5 94 

12- n 

118 

21 

()2 2 3 

49 

1957-58 

JKJ - J 

io<i 

no 51 

•)^ 01 

51 M 

50 

1958-59 

2 r »5 tM 

I-’8 

M 7 

9 ) -) 1 

5^ M 

4 ^ 

1959-60 

212 07 

i‘M 4 > 

100 -)2 

(>o ^s 

42 

41 


The tabic induatts lluit in India i t iiiitd pu>tit au a major 
factor in the (oipoiali iiMni; ‘^tiadib thoui^h with minor 

fluctuations, fiom Ks 25 ‘si iioics m ic)4o *0 uo (lous m 

1958-59 The fall m 1(^59 (x) to 42 87 cioios should W mainly 
attiibAtcd to the incuasid duidind'^ iUihIo ncct"" bv the 

abolition of gros'-mq and also to a k'^M^md quantum ol total profitb. 

• 

■* Onl} incomc-tiv .iiul siqxilfW aic imludtxl loi the ^eals 105^10 
i960. The assessment \eai lorimonu tax tails next to the aeu intiusj 
year of the companies The assessment m. s^i\ i0|0-so should thus 
normally be relatetl to the accounting \ear iot8 p) 
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The part pla^'ed by retained profits in the corporate development 
has shown a slight increase. For example, the average percentage 
of retained profits to net profits during the 1946-52 period was 
47.3 per cent. This rose to 51.3 per cent in the period between 
1953-5S. 

It is worth while to compare these figures with the figures arrived 
at after a study of a sizeable number of companies by the Taxation 
Enquiry Commission and the Reserve Bank of India, table oaii 
is compiled by the Taxation Enquiry Commission after a study of 
492 joint-stock public companies 

TABLE XIII 

« 

NE'l I’ROFITS AND RETAINED PROFITS** 


()ii crorcs of rupees) 



Pfofits 


Xci Fran^- 

Retained 

(4) as % 

Year 

after 

bated 

fers to 

Profits 

a/ (I) 


fax 

Profits 

Hescncs 




(I) 


(?) 

(t) 


i<J 46 

.7. So 


(>.67 

10.78 

38.8 

1047 



«.32 


L 3-0 

IO4S 


15.28 

lO. HS 

13-71 

30 . 0 

1049 

10 

M 

0 

6 62 

4 

21 .6 

1050 

^0.30 

17.80 

1 1 .<>0 

1 2 . 1 1 


1051 

So.Oi 

20. 01 

* I() 71 

17 

JO.O 

Total 

172. f8 

00 \o 

^>0 si 

0(>. 2<* 

.40 . 1 

(a\ erage) 


According to this table, the corporate sector tends to ‘-ave about 
40 per cent of its net profits on the average. According to a studv 
by the Reserve Bank of India aKo. based on a bigger sample of 
750 comi)anies, nearh 40 per cent of the net profits aie jdo'ughed 
back. 

For the vear-. 1041, 1942 and 1943, M. II. (io|)af has constructed 
an index based n a samjde sur\ey of 445 joint-stock companies 
comprising 20 per cent Jute, ii per cent Ci>tton, 19 pei cent Tea, 
•• Source : Taxation ICncpiirc' ('ommissuin, Report, Vol. I. 
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3 per cent Sugar, 15 per cent Coal, 3 per cent Engineering, i 5 
per cent Banking and 27 5 per cent others The Jute firms chosen 
Represented 84 per cent. Cotton 44 per cent, Coal 70 per cent and 
Banking 60 per cent of the paid-up capital in the respective busmen's 


grotips. 

• 

Year 

Index of At (rage 
Sit Profits 

Pi rt t niagL of 
Sit Profits 
Distrihiited 

Percentage of 
Sui mg 

1939 

• 

100 

62 0 

37 ' 

104 ' 

282 

33 6 

06 4 

10I-1 

-»50 

27 0 

73 0 

'04 3 

3-^7 

\ b 

75 


Althougn tlK ic'sulls dll i\ul with th( ( Ij R statistic and M H 
(jopal’s indiC( s aic not stiutK cnnipara])lt , '••till it is interesting that 
the percentages guen in the foinur (70 t>5 should roughly 
(orrc'sjxuid to tlv jnicditages for the vamf \t\rs gi\tn In M H 
(lopal (()() 4. 7 ) 73 1' 

( ompanng th( it '- uHn u t ti\ < 1\ nt iln ( 15 R slclD'^tlcs and 

ol the l.ixation 1 m1(|uh\ Coinnnssion Rtstrxt Rank of India 
samplings, we find that llit ( 1» R liw.nrt-' ttiid to oMistatc the 

jnreentage of it tamed pinfits l)\ aln^o (> to 12 i)er ct.nt Apart 
from the fact (a point tint t )uUl not 1 -lU'^^td t ften) that 
tlic'sc two s<ts ol takulalitais aic not t\alh coinpai le due to 
ttilmical reasons sm h ilihiitiut'^ ina\ aUo be tine to two lactois 
Eir'-th , in tlu ( R R stali'-lu- w^ haM nta p netted the at tual 
rt taint d piolits and llu m t ti in>>f in to \n both thtse 

wtre chibbcxl togttlui in tlu Nt^tlNlK'^ tlu\ TuctNsaiih infiattd 
to a ctitain 1 \tent tlu juutnta^t of piohts utaMitd ^tcondh, 
tlu T h- C R 1^ 1 NaiiiyhngN nil liult iMih tlu nat* n n laigtNt 
publit limitt d i^oni]iai in wluita tlu C R R tNumates include 
OMn the sinalltst (ondiiiN aN aNo junatt toinpaiiKN which aie 
closely managed In India aN tlNiwhtjo tlu sniall tom tins find it 

Source . 'Indiistiial Piotits Simt lo^o n / / c wom:s/, 12 

Mif 104*1 


I08 TAXATION OF CORPORATE INCOME IN INDIA 

difficult to obtain sufficient external capital, and^ they naturally 
are more dependent on retained profits for expansion than are 
larger and longer or better established firms. The bigger companies 
can hence always go to the capital market with a better chance 
than the smaller companies of successfully floating new issues, und 
consequently they can, without undue risk, distribute more by 
way of dividends. As the C. B. R. statistics comprise all concerns, 
big and small, they show a bigger percentage of the net profits^ as 
having been retained and ploughed back. 

In spite of its major role, the profit that is ploughed back is not 
sufficient b\ itself to meet all the contingencies that may face 
corporations from time to time. In Indi;» man\' factors are res- 
ponsible for the companies .saving cemsiderabh' amounts for 
ploughing back. Thanks to the .steeply progressive peisonal taxation, 
individuals are being left with a diminishing net income for new 
investment. When the funds available for investment are thus 
reduced, the psychology of the inve.stor also undergoes a change. 
He will not be prepared to risk the security of his money fi>r a 
smaller rate of dividend, rendered inevitable due to personal 
taxation at steeply progres'^ive rates. Thus, on the one hand, the 
amount available ior investment is reduced, and, on the other, 
there is also a steady diminution of the willingness to invest 'fhe 
result is ^that less capital flows to the (orporatt* sector Irom 
prospective investors 

In India, again, the various financial institutions aie not quite 
helpful in matters relating to the financing of joint-stock companies. 
The Indian banking svstem is based (‘ssentially on the British 
system, and provides woiking capital (short-t<Tm U*ans) onlv. and 
that too but to a few reliabh' corporations. A*- Cu-oige Rosen points 
out, the larger managing agents who control these reliable firms 
also control banks and insurance companies, so that (\q)ital is 
easily procured.^ Even so, banks and insurance companies ha\e 
not, after all, contributed much to corporate* financing For (‘xaintde, 
on 31 December 1959, only 2.7 per cei\|: of the total investnumt of 
93 Indian Scheduled Banks and 248 non-sch*‘dule(J Ikmks (which 
form almost the entire Indian Banking Sector) was in the shape 
of share.s and deb' ntures of jqint-stock companies • Rs. 24.33 crores 
out of Rs. 885.22 crores. Actually this n*prescnt.s a decline from 3.7 
Industrial Change in India, p. 125. 
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per cent in 2.7 per cent in igsg.®* Again investment by the 

Life Insurance Corporation on ordinary and preference shares and 
debentures formed but 14.4 per cent of the total assets on 31-12-1958 
and 14-3 cent on 3i-i2-i959.4« After analysing insurance 
inwstments in many countries. anR.K.I. study concludes that **the 
ratio of shares and debentures to total assets in India at 15 per cent 
at the end of i960 was much lower than in other countries, excluding 
Sweden where the Law prohibits investments of life funds in 
common stocks.’'^^ Since thus banks and insurance companies will 
not liberally invest in the corporate sector engagefl in industry and 
business, the money has tc^be found either fn^m the private investor 
or through corporate saving for ploughing back. If the private 
investor too is shy for reasons already stated, ])loughing back 
may almost be about the only reliable means of embarking on 
expan.sion of th(‘ cor])orate sector. 

In India, especially during the N-^ir perif)d, the (iovernment 
followed a Dolicy of re.strieting dividend distribution, mainlv as an 
anti-inflationaiv inea.sure, and retention of profit^ was encouraged 
1 )\ measures like discriminatory taxation and stationary dividend 
limitation. This at tuallv proved a blessing in disguise to the 
i orporatt* sector. 

Jdoughing back of profit^ ha" l)ecoine ])y now a verv common 
feature ol tlu^ corporate "cctur, and th'*re i^ no doubt about the 
useful role it lui" pla\'t*il in forging the developmental proct^^s in 
the corporations. If divideruls are distributed, they might be — at 
least a portion might Ik umhI for consumption. Ht*nce retained 
])n)lits raise the level of .savings from .. national po ^ of view. 
Moreovtu', the lunds are left in the hands of the corpora . ms which 
have, genei'ally spraking, tlu‘ capacitv to put these funds to profit- 
able use. Ki'tained prcUit" cost relatively imu h K"" than (Uher 
foi’ms of exteriitil cMpital. Apart Irorn using tl^e fund" made av ailable 
through eoiporate saving for expauMon purpose-^, si/eable amounts 

are also retained to constitute a profit ie."i‘rve which might act as a 

• 

*• See relev'.int issues ot K.H.J. Tprnih afui HaukitJi, in India . 

('alcul ite<l from data given 111 the ItLsinance Vear Honk 1000. 

** RHI liullctnx, November looi. p. 

*• According to Joan Kobinson. "The luibit ol ploughing profits 
into the firm is partly cine to the pressufe * competition, for busi- 
ness which is not constantly struggling to expand is liable to shrink 
and*collapse". The AcmmulaUofi of Capital, p. 40. 
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cushion to absorb sudden shocks and vicissitudes*in the business* 
Actually, in recent times, thanks to high taxation, individual 
savings are more and more replaced by institutional and corporatef 
saving. No wonder that, in expanding economies, corporations save 
a large chunk of their income, which is fruitfully ploughed back in 
business and industry. 

DANGERS OF EXCESSIVE PLOL’GHING-HACK OF RI'.rAINED PROFITS « 
However good retention of profits may be. it is not entirely a 
blessing without drawbacks. J. Ellwood Amos, for example, points 
out that cojporate saving tends U, elinrinate competition.'*^ This 
arises from the fact that the policy of indiscriminate ploughing back 
may lead to monopolies. After all. monoj^olies come to be creat«‘d 
because the existing firms go on expanding continuously, extending 
their tentacles in direction after direction, assuming an increasingly 
menacing (xrtopiis look, with the result that new companies find 
it more and more difficult to obtain capital in the open m.irket. This, 
again, i^ more due to the fact that, with increased corj>orate savings, 
which means diminished dividends, less capital floW'^ into the 
market, and thus less capital is available there Thus (‘xcessivi* 
corporate savings an' apt to reduce the economic function of the 
capital market itself by as it W(Te attenuating its resource^ I'he 
capital market in consecpionce will not be allowed to rt‘gulat(* 
where the capital shall flow and when* it shall not. As a leading 
article in Indian Finance pointed out, "the trouble is that 'plougliing 
back’ eannot be guaranteed to give us the re-<-quipm»*nt precisclv 
where it is needed. Industry is composed of different cells with 
different needs and different prospects. The only way to secun* a 
proper distribution of available and limited capital resource's is 
to put them upto tender, as it is in the new issue market."** If a 
new product or invention is rejected by the monolithic corporations, 
it becomes very difficult indeed for the new entrepreneurs who 
would like to give it a chance to get the necessary capital from 
the investors, because the hands of tlje latter are largely tied up 
by dividend limitation. Thus excessive ploughin^^ back leads to 
social waste, however veiled it may all be, because the capital is not 
made available to ^hosc who gan use it to the best advantage of the 

The Economics of Corporate Saving, p. 84. 

** Issue dated 6 November 1054. P- 
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society.^® The retained profits might, on the contrary, be utilised 
to foster the pet schemes of the management, in luxury buildings 
Vith luxury fittings, or be inv(‘st(‘d in companies in which most of 
the shaicholders may not i(all\ be inter(*st(cl 

'Hieie aie other dangers also in excessive retention of profits 
Internal financing hides tlie cost and prolitabilitv of the new 
investments Evasion of tax liability, gn ater -c (;pf for manipulating 
the*\aliie of shaits, and o\ci capitalisation .iie the other dangers 
which owe tlicir existenec* rnaiiiK to ex(c^M\c accumulation of 
reser\es Ihis docs nc>t howexer, mean that coipcirate sa\ing is 
bad at all time and plac I sf 1 h» use fulne s^ oi futih^ ejf c oiporatic)n 
saving can be known c>nlv l»\ looking into each ind \idual 

CORroRMI IWI slMI M 

What wc‘ mean bv roipoi itc inxestmc nt is th< imount of capitil 
spemt on incrcMsing the tot d is^.e ts of tfci corporation and corpr rate 
saMng IS onlv one* of the thn« oiircts fiom winch flow hmd^ for 
corpoDite in\eslinent Tne otinr txxo sO’ucin an borrowings and 
fie‘sli capital ’-ubscrilv d (Mit (»f in Um lual si\ings m\ t stmc iil'> 

in a c()m])inv consist of id liiunis m wliuh enibh it to 

piocluce more* W he re *is in li i il o ing- u cli iniit into all 

type's of in\e‘stment ccnporiti fixings m mlv enter the concerns 
xxlnch saved tlu*m being a kind of fin inci d ml re^eding While 
consideiing the' in\e*stme‘iits in idt due itt» ntion must be* paid 
not onlv to the iiexx c i])ital sub^crilK'd ind the ca])it ilise d re. serves 
but also the borroxxed eapita! uul the ekpreciation and other 
rc'serxes which an* motix ited to incre*as "he* a^^stts oi he corpe)- 

ration t\hii xiv n‘pres«nts tie increase in th«* pai i 1 capital 

addt'tl war bv \e*ar anel alst» the* jxiul-up cipital of newlv re^gistered 
companies for the cone-sponding vears 

Of course*, the^'e figure s irpie m nt nlv the laCKase in in\e*stme nt 
in so fai as it is the lesult of fn sh I'^siud capital ^iibstuboel bv the 
savings of iiulix leliials aiul ecunpanus aiui capdalisoei n serves 

•* This IS more sti m iinde*i dexelopesl ec’nintnes like' Inuui t emsidcr- 
able mal in\ e'stiiu*nl can occur when i small number of large Loqx)rii- 
tions plough bacTc undistiibutexl piolits into exj xiuling their own con- 
cents and ‘ where a more dilfiistsl imcstnu'iU thiough the economv 
would bring laiger rctunis tc3 the cxonoMiy a whole Se'c I' IN 
(Dept of Economic Allans) publieation, - h^r the iiO/MWi 

DevPhpmcnt of I ^uiU fdei 1 1 pt d ( ountf it *> p ^ 7 
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TABLE XIV 

RISE IN PAID-UP CAPITAL** 

(in crorcs of rupees) 

— ■■■■■■ ■ ■ ' - "T — 

Patd-lip Capital (of Paid-up Capital of 
Year Existing Companies) Newly Registered 

Increase During Firms 

the Year 


1039-40 

13*3 

— 

1940-41 

5*9 

— 

1941-42 

I 5 (> 

1. 14 

194 - 5-43 

10. 1) 

1 .46 

1943-4 ♦ 

17.6 

3 .^t> 

194 1-45 

35*3 

0.<)I 

1945-46 

35-3 

2.18 

1916-47 

55*2 

7*90 

1947-48 

(K). I 

t >.95 

1948-49 

58.7 

5.59 

1949-50 

<)».! 

L 3 I 

1950-51 . 

53 « 

2oO 

1951-5-5 

80. \ 

5 - 4 - 

195^-53 


3.02 

1953-54 


o . y ) 

1954-55 

38.2 

5 • 

1955-56 

5 }.o 

o.6c) 

5956-57 

5 L 4 

10.27 

1957-58 

228.7 (includes 



Ks X55.7 ciores of 
Iliiirlustan Steel) 

2.77 


They do not therefore include investments carried out by either 
loan capital or lepreciatioij or other reserves. 

*• Relevant issues of the Monthly Blue Book of Joint-Stock Companies 
and MofUhly Abstract of Statistics. 
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CAPITAL formation 

The Taxation Enquiry Commission and the Reserve Bank of 
Tndia have estimated the gross capital formation in the corporate 
sector from 194^ to ^ 957 - The TEC have calculated the gross 
capital formation for 448 companies between 1946 and 1951. In 
this period, the gross capital formation for those 448 companies was 
Rs. 359 crores, and the sources were a'> follows 


{Rupees in crores) 


l^iid up Ccipital 

86 

Borrowings 

9 - 

Dopret latioii 

71 

Sa\ mgs 


Excess Piolits la\ Refunds 

>0 

Others 

28 

Totd 

^^9 


On the basis of this the f E T 1ki\ i (»Ntimate»d the total 

c^iosb capital formation in the coipi^rau in liistiial scctoi, making 
thf*ir calculation \Mth respet t to the jiaicl up capital ol thciK sample 
The gross capital formation during tlu fi\e ir-, in the 

manufac tilling stctoi foi all pjiblic liniiUil rompanieN is thus 
estimated at Rs 671 crons out ol whifh tlie addition of Rs 317 
crorcs of gro-^s ii\ed asxot'^ in the pciiod • iks out to 1 annual 
rate of Rs 6^ ciorcs 

The Reserve Bank of India’s estimate of 751 c ompanie'' bettscen 
1951 and 1Q55 was Rs 4^273 croie'- Howe\ti, for the ^ears 
1956-1959, the sample was increased to 1001 ^oiapainos , and the 
capital foiination in the \cais ic)5(>, 1957, ^95^ and I95c> was 
Rs 25472, Rs 235 16, Rs 15282 croics and Rs 122 54 crores 
respectively The rough est invite of gioss eai>ital formation during 
the period, 1951^1959, for all public limited companies in the 
industnal sector, made on the basis of the ratio of the paid-up 
capital of the companies included in the Reserve Bank of India 
study to the total paid-up capital of all ^ ibhc limited companies 
9 burce : T.E.C., Report, Vol. I. 



II4 TAXATION OF CORPORATE INCOME IN INDIA 

in the sectors covered, is given in table xv. According to this 
estimate of total gross capital formation, the average annual gross 
investment comes to about Rs. i86 crores in the manufacturing 
sector. 


TABLE XV 

ESTIMATE OF CAPITAL FORMATION IN THE CORPORATE 
SECTOR IN INDIA" 

(in crores of rupees) 


Year 


Capital 
Formation 
in the 

Sample 

Estimated 

Capital 

Formation in 
the Entire 

Corporate 

Sector 

1951 


123-83 

186 

1952 


31-85 

48 

1953 


48.96 

74 

1954 


102.00 

153 

1955 


136.09 

204 

1956 


254-72 

340 

1957 


235-^6 

319 

1958 


152.82 

191 

1959 


122.54 

159 


TABLE XVI is the result of an attempt made to estimate the gross 
capital formation of public limited companies in the manufacturing 
sector from 1939 to 1954. The basis of these estimates is the 
consolidated balance sheets and profit and loss accounts of corpo- 
rations which control 96.5 per cent pf the paid-up capital in the 
six major industries in India, namely. Cotton Textjjes, Jute Textiles, 
Sugar, Paper, Cement, and Iron and Steel. The number of companies 
in the various .iidustries rrnge from 410 to 524. To estimate the 

" Source : RBI Bulletin, January 1957, October 1958, August 1959, 
September i960 and September 1961. * 
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estimate of the capital formation in the INDIAN 

CORPORATE sector BASED ON THE GROSS CAPITAL 
FORMATION IN SIX MAJOR INDUSTRIES** 

(in crores cf rupees) 



Gross Capital 

hstimate of 


Formation 

Gross Capital 

Year 

in the 

Formation in 


Six Major 

the Corporate 


Industries 

Sector as a 



Whole 

19.^9 

2597 

60 

1940 

1303 

30 

194 ^ 

45*13 

T05 

1942 

65 -59 

153 

TC.^ 

IOa.57 

234 

1944 

14 *75 

34 

10^3 

9.03 

21 

lOfO 

34-95 

81 

1047 

41-52 

97 


107.30 

250 

1049 

*- 7-55 


1050 

^ 7 - 0 ? 

134 

1051 

8<).50 

208 

1052 

8.70 

20 

105 ^ 

15.32 

35 

1951 

ic .70 

94 


capital formation in the corporate sector with samples from only 
some*of the industries (in tins case, more or les^ the wnole area is 
taken up for examination^ i> ordinarily fraught with many 
difficulties. For example, the industries ‘-elected may have some 

••Sources: K. C. Shah, Patiefn of C 9 rp^rate Saving and estment 
in India «aiul Ftnanctal Trends m Sugar Inu>*stry (Assn, of Indian Trade 
and industry*) for column (2) ; column (3) calculated by the author. 
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characteristics which are peculiar to them alone, ^‘and may not be 
therefore representative of the corporate sector as a whole. Again, 
some industries grow or decline in some periods, and the choice oi 
them as the representative industries is likely to yield biassed or 
wrong conclusions. During war time, for instance, the munitions 
industry will not only grow ver>' rapidly, but will also grow faster 
than the consumer goods industries. If such industries are selected 
as the sample, the results will be unduly exaggerated. Hence' the 
results of such sample studies must always be viewed with due 
reservations. 

In the pusent instance, however, the results seem to be rather 
nearer the correct figures. The T.E.C. estimate, as we saw earlier, 
the gross capital formation of public limited companies in the 
period, 1946-51, after examining 448 companies representing all 
industries in the manufacturing sector, to be Rs. 671 cn)res. 
According to the present estimate also, the gross capital formation 
of the public limited companies between 1946 and 1951 iN Ks. 671 
crores. This remarkable correspondence indicates that the pre.sent 
estimate cannot be very far wTong. During the war period, however, 
there is the possibility of this estimate being a little exaggerated. 
Because of the noir-availability of machinery from foreign countries, 
especially tho.se involved in the w’ar, and the difficullies of wartime 
transport to India, only’ certain industries like Iron and Steel were 
able to develop. Even so, the exaggeration cannot b(‘ anything 
more than slight (if not negligible) because some industries like 
Aluminium, Heavy Engineering, and Chemicals, whic h are not 
included in the above study, also registered considerable growth 
during the period. 

SIZE OF CORPORATE INVESTMENT 

We have seen ea^Jier how corporate profits and sa\ ings are 
determined. More or less similar factors determine the size of 
corporate investments also. As a matter of fact, corporate invest- 
ment depends upon certain social and psychological factors. Invest- 
ment is undertaken mainly because of an anticipated gain. A gain 
can be expected only if there is the possibility of the economy 
being run smootMy. There ^ust be plenty of investment oppor- 
tunities, and these opportunities must be such that the corporate 
form could be exploited with success. The reason for the present 
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phenomenal development of joint-stock enterprises flows from the 
circumstances of modern factory production On the one hand, 
Savings were available in sinall (|uantitu*s, anfl, on th<* other, heavy 
investment was reejuired for undcrtakiiif^ hut^e proji*cts t the many 
hac^to come together to mount th<‘ necessary financi.il bricking for 
such projects The result was the 4^mergtmce of the corporation as a 
form of business organisation 

T!ie demand for goods and serxict'-., ,uhI th(* supply of raw 
materials and machiiKTj’, an* the oth(‘i factors wliicli dettTmine 
tiie level of inv'cstment in tlu‘ tconoinv During ]>f nods like war- 
time, investment ns(‘s simrply owing to tht* uiormous demand 
for all types of goods During th** n a nt war, Imli in indiistrv could 
liave dev<‘loped much more than wli.a actiiallv mat( nalis(*d but 
for tlie difficulties m impoiting rn u inaclnnuv from abroad As 
investment is dep(*ndent u])on ihf* nilit ])r(*neiir''- anticipation of 
gains, business cveh's jilav a large pan, in cu u rmining it As far as 
India is concerned, tiu* jitTiod «ifti r i(f lia** Ikm n oni of continuous 
boom except foi a sm.ill inttrval, ilu ])ovt-Kon\in-*\Var nces-ion. 
Tliis pre\aUnc<‘ id boom conditions could Im* easily sem in the 
growth of the paid-up ca])ital in the corporate m cl(»r 

(iovernmental jxihcies are another in i^or he tnr.m deteimining the 
le\el t»f coiporate nnestnitiit, e''Pi(iall\ m v\lun th(‘ (jo\ernnient 
iindeitakes the gigantu task ot dtxdopiiTg tlk » ountn^ through 
national etononiK planning Pr»»liition i*' an iniporlant tool in the 
hands of tin* (io\emmiiU to im]u<ut tin 1 idiLkiiou^ iiidii'stnes, 
.md aftei 1(140, Indian indiistiU'^ .in* 1 mg gi\(n incieaMiig tariff 
protection Industrial polu \ ,coinpan\ K . ’ tn>n, laboi.i u^lation, 

tax poluy, loan 4)iograinnu s an 1 expoii iinpoit policu'' ill affect 
the gl^)W*th ot coiiuuate iiueNtnunt -nnutime-^ fa\ouiabl\. ^onle- 
timos prejiiduially Ai tiiallv all tlu ( idNeinmintal ]>olicie> 
interact (Ui one anothei, and tin iWiimlalui could be *'een 

onlv if the iii\ i simeiit pro. e^^ is \ k wed a*' a whole Ml ilk'^e lactors 
(biisine*'^ ('\(les. the inituie and 'nt id lUinuid, go\einnient 
poli(ii*s, eti t*tc / ( oinbine ^to (Utdiniiu ilie nonoiHis climate 
w'huli, if It is fa\ 0111 able, will stimulate ci'^rpoiate iini^inient 

RELATION 01 (OKPOKMl PKOlllslo WIIOWI INcOMF 

The percentage of net company profits h the net national income 
in 1^58-50 works out to be ioiighi\* 2 1 pei cent In a highly 
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industrialised country like the U.S.A., the averagjf^ percentage net 
coiporate income before taxes to national income for the years 
1950-59 works out to be 10 7 per cent. In U.K. it was 1.29 per cenf 
and Japan 8 6 per cent.®® Even though the U S.A. is richer (in 
terms of per capita income) than the UK., the lower percentagl^ is 
due to the fact that agnculture still forms a very prominent part of 
the American economy, and the corporate form is not suited to 
agricultural operations However, this percentage is not all, for^the 
indirect contribution of the corporate sector to the national income 
through wa^es, salanes, and value added to the product, is much 
larger. Even though the actual percentage, viz 2 i per cent (for 
1958-59), IS low, it is nevertheless the most organised sector in the 
economy even in India, and hence the importance of the corporate 
sector to India's economv 

CONCLUSION 

In the preceding pages we ha\e seen how the corporate sector 
and some of its constituents have grown, and how corporations 
occupy a vitally significant place in Indian econom\ It should be 
the task of the policy maker to remove the obstacles to the further 
growth of the corporate sector, and create conditions that will 
allow it to develop properl v and at a steady pace This is most 
essential,, especially at this crucial stage in India's economic 
development 


•• UNO. World Economic Survey i960, p 30 



CHAPTER III 


THE EVOLUTION AND STRUCTURE OF THE TAXATION 
OF CORPORATE INCOME 


The tax rates bark more than they bite, 

A Modern Saying 


Introduction 

CORPORATE TAXATION IN INDIA 

It was seen in the first chapter that the taxation of companies 
involves a great deal of controversy^ starting with the question 
whether thev should be taxed at all or not. Controversies and 
theories apart, tlieie are \ ery real difficulties involved in the taxation 
of corporate income. In spite of the absence of a definite theoretical 
sanction favouring such taxation and the various practical difficulties 
arising therefrom, many countries rely on this, form of taxation 
as one of the chief methods of increasing t\eir revenues. India too 
is among the countries that thus resort to corporate taxation to 
augment their revenue. Even though corporate taxation did not 
originally play an important part in our fiscal system, at present 
it is playing no small role in o!lir national economy. 

JURISDICTION OF THE CENTRAL GOVERNMENT 

Under the Indian financial system, throughout the history of 
company taxation, it is the central government tuat has been 
exercising the right to tax tlie companies. According to the 
Government of India Act of 1935 — which gave India a federal form 
of Government — the Central Government retained the right to the 
taxation of all kinds of income except only agricultural income. The 
Constitution of the Republic of India, which has adopted many 
features of the 1935 Act, has retained this feature also. 

According to the Indian Constitution (I List, Article 43 of the 
Seventh Schedule), the incoriwration, rc. ilation, and the winding 
up trading corporations (including banking, insurance, and 
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financial corporations) are matters which come within the juris- 
diction of the Union Government. Article 85 of t^e same Schedule 
makes clear that the Union Parliament has exclusive power to make 
laws relating to the corporation tax. The Constitution also defines 
the corporation tax as any tax that is payable by companies, a 
tax in the case of which the following conditions are fulfilled : 

(a) it is not chargeable in respect of agricultural income ; 

(b) no deduction in respect of the tax paid by companies is« by 
any enactments which may apply to the tax, authorised to be made 
from dividends payable by the companies to individuals ; 

(c) no pro'usion exists for taking the {nx so paid into account in 
computing, for the purpose of Indian income-tax, the total income 
of individuals receiving such dividends, or in computing the Indian 
income-tax, payable by or refundable to, such individuals. 

In this mariner, the Indian Constitution has laid down that it is 
the duty of the l^nion Government to govern the corporations 
generally and that they have the exclusive right to levy corporation 
taxes. 


Income-Tax Legislation in Indta 


THE BEGINNINGS 

The taxation of corporate income in India is as old as income-tax 
legislation in India.' The British rulers introduced the first Income- 
tax Act in i860. Incomes below Rs 500 and above Rs 200 were 
taxed at the rate of 2 per cent, arill all incomes above Rs. 500 at 
the rate of 4 per cent An amendment in 1863 reduced the higher 
tax rate to 3 per cent During this period agiicultural income also 
was taxed. However, due to many reasons, like the scope for false 
returns and the weak assessing machinery, the tax proved to be a 
complete wash-out. Again, by taxing the indu.strial and commercial 
incomes in 1864 on llie basis of their earlier assessment, the tax 
was turned almost into a mockerj'. Not a t^ar was shed, therefore, 
when the tax expired in 1865. 

As the Goveniment's financial pbsition deteriorated, direct 
taxation had to be resorted to once again in 1867, ^hen incoiy-tax 

* See for a histoiy of early Ipcome tax legi.slation : J. P. Niyogi, The 
Evolution of the Indian Income-Tax, pp. 15 et seq. and S. M. Pagar 
The Indian Income Tax : Its History, Theory and Practice, Chaptc| II. 
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was reimposed mih certain modifications under a new name, the 
license tax. It was a tax on trade and the professions on the basis 
the annual income This tax was levied on all industrial and 
commercial incomes which exceeded Rs 200 per year, and the 
raljf of assessment was 2 per cent Assessees were divided into five 
classes, and the lowest class paid Ks 4 and the highest class paid 
Rs 200 Joint-stock companies were placed in a separate class, the 
maj^imum ta\ payable bv such a company being Rs 2,000 
However, this tax toe) was abolished in 1868, and wa> now replaced 
by a 'certificate tax’ J his new tax wa'^ a more ( omprchensive one, 
with a higher exemption Ijinit and sharper giaduation rates 

The very next ^eai i8hf), the Income tax Act II was passed, 
converting the certiluatt tax into a general income-tax Actuall\ 
the reason behind the move wa^ largch financial , even though the 
Act did not ad\er»^el\' afftet tlu per'-ons who were paving the 
former tax, it c xtended the habilitv’ to those sections of assessees 
who were till then exempted from the pavment ot tax lender this 
dispensation, tli^ oompaiiu s wc rc charged at the rate of per * ent. 
Government Securitus at 2\ pci cent vshile the late of tax on 
income fiom all other ‘'ouncs was ncarh double 1 llir tax latts 
wcie again imroasul in 1^70 and tlu (xcmpUon limit was aKo 
raised hinallv. the tax wa^ wilhdiawn in 187^ a^ the authorities 
thought that there was not nun h um in etmtinuing it I he cardinal 
leasons for the failuii of tlu tax wcu uiucitaintv and ineflicitnev 
On the one hand, ])eoj)le win luvci (|intt eutain a-* to how mu^h 
they ovMd, and, on tlu ollur h?ind tlu pettv tax ofheials indulged 
freely in Iraud .ind txtoition foi ptrM»n 1 ‘^ain ther rtndenng 
the \ield from tlu* tax laigeb niig itorv 

Hov\ever, din < t ta\<uion could not loiu; In dlspcll'^cd with 
The se‘e-sav\ moved .leam and hnii vcai" later in i 77 a licen''e 
tax’ w.is imposed on tlu tiacUr Main c*f tlu difni'- of tlu carlur 
taxes were uh tilu d \tiiioii'' pioviiui^ like* Hoinb i\ n.^al and 
Madras inliodiuid loe d \ets to >uit local condituai'' I ven ^o, 
fiecpant changt ^ weie a featun of t \\ ituai diiiu'^ ti ^ next fiw 
year. This Inpha/aid tax *^tnu tiiie (it w is no turn stiuctiue 
leallv") contimu'fl up to 18SO vnIuii one; aqaiii an iiuomo tax found 
a place m tlie Indian fist.il s\stc*m 

The jxTuxl betwe^en rSOo and iSSO is iv iiniu)itant loi diiniig 
tlii^j>erioel v\eie made the pioneeiing ettoits at widening the tax 
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base. The authorities were quite aware of the haphazard structure 
of the new taxes, the inequity of the license tax, {(opular dislike of 
direct taxation, etc. But more often than not, they were compelled 
to continue the taxes due to the Government’s weak financial 
position caused, no doubt, by the fall in the price of silver, famines, 
and successful political pressure to abolish import duties on cotton. 
The authorities, however, realised the worth of these pioneering 
attempts, as A Col\ 4 n the finance member said m a confider/ial 
memo dated 14 May 1884 : . experience has been acquired ; 

positions previously unoccupied, have been gained and retained ; 
... a striki ig unanimity has been arrived at as to what is in- 
admissible, unworkable and unadaptable to India ; while, finally, 
the practice of direct taxation has been received into and assimi- 
lated by the bodv of the people . . 

IHE ACT OF 1S86 

The Income-tax Act of 1886 remained practically unaltered for 
as long a penod as 30 years This tax retained manv desirable 
features of the earlier license taxes Income was now divided into 
four classes * 

1 Salaries , 

2 Interest on securities , 

3. Profits of joint-stock companies , and 

4 Other incomes, which included income from house property. 

No tax was levied on a shareholder in respect of profits of companies 
which had already paid the tax , nor was the tax levied on the 
share received by a Hindu undi\dded family Incomes below 
Rs. 500 per year were not taxed. Apart from agricultural incomes, 
profits of shipping companies and interest on stock notes’* were 
also exempt from thfe tax The aggregates of income from the 

different sources were used only m so far as thev helped the autho- 

« 

• From the Ripon Mss., at the British Museum Add. Mss , 43586 

• Stock notes were an interesting experiment of the Government of 
India for encouraging small investors They were really Government 
Secunties of the denommatio«>«; of Rs 10, 25. 50 and 100, bearing 
interest at 4 per cent and issued at par (See C N Vakil, Financial 
Developments in Modem India, pp 298-9 ) 
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Titles to deterni|[ne the minimum taxable limits. The sources of 
income and the rate of taxation under each head were given in the 
Act itself. 

PERIOD OF INTEGRATION *. 1886-I916 

The Act of 1886 continued up to 1916, when the first world war 
necessitated increased taxation, and naturally income-tax had to 
make up its share. Even though neither the principle underlying 
the tax nor its actual administration was unexceptionable, yet the 
experience in the income-tax field gained by the Government 
during the three decades preceding was well worth the trials and 
tribulations involved. V. K. K. V. Rao rightly calls it a period 
of integration, and goes on to say : '‘Its unbroken existence for 
30 years was doubly useful. To the Government, it laid bare the 
defects that underlay the Indian System and showed the way to 
reform. Jn the j)eople, it bred an in^lligent, though gradual, ac- 
quiescence in the continuance of the tax."^ The tax became, in 
fact, an inte*gral part ot the Indian fiscal b\^tem, and laid the foun- 
dations of the present income-tax structure in India, table i ® gives 
the total tax collected and the tax on income from business for 
selected years, the tax on income from business.being the tax paid 
by the joint-stock companicN 

Although the income-tax revenue was unspectacular, the part 
played by business taxes was lelatively impressive,* covering 
between 55-60 pei cent of the total. On the whole, the yield of the 
busine.ss taxes .showed a steady* upward trend, indicating unlimited 
futuie potentialities. 

the .\ct or 1916 

In 1916 a graduated scale of inconie-tax wa> introduced for 
the first time. Separ*ite rates wvio chaigeu for \arious types of 
income. The company tax rate wa^ one anna in the rupee. The 
increase in the rates ami the steeper grtiduation necessitated a change 
also in the sy.stem of a-^'^essnient. The first change made w’as the 
provision for the refund of mcome-tax t<^ the 'shareholders of com- 
panies by W’ay of small income relief. Presently, the 1916 Act was 

* Taxation of Income in India, p- 47- 

• Source : Financial Statements of the Cmverument oi India lor the 
relevant years. 
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TABLE 1 


Year 

To/al Tax 
Collected 
(in lakhs of 
rupees) 

Tax Collected 
from Btisiness 
(in lakhs of 
rupees) 

Percentage 
of Total 

1886-7 

136.9 

78.1 

55-8 

1887-8 

139.7 

79-1 

56.4 . 

1890-1 

157.8 

88.4 

. 55-2 

1894-5 

178.6 

99.5 

55 3 

1897-8 

187.5 

106. 1 

55.8 

1899-igoo 

193.3 

109 . 2 

5 <) I 

1902-3 

208.2 

118.4 

56.9 

1904-5 

188.0 

104. c> 

55.8 

1906-7 

211.7 . 

120.4 

. 5 f> • 9 

1910-11 

229.6 

12O I 

55-4 

1913-4 

28) .0 

163 8 

58. 


superseded in 1918 by another Act which bi ought about manv 
changes. Under this Act, total income and taxable income weie 
differentiated for the first time. The tax levy was imposed in re-^pect 
of the taxable income of the year of assessment, whereas in the (Miliei 
Acts, the income of the previous \ear had been taken into account 
for the purpose of assessment. Moreover, the joint-stock companii*s 
were now compelled to furnish returns of their profits This new 
Act, however, was far from satisfactory m the matter of its practical 
administration. Besides, a novel judicial interpretation of tlie 
word ‘income’ compelled the (loveinment to tak<‘ action with a 
view to amending the Act. In the Board of Revenue vs Ariinachalam 
Chetiy case, a Full Behch of the Madras High Court, with Justice 
Sadasiva Iyer dissenting, decided against the Crown that 'income* 
meant only what actually came in, and that nothing could be 
regarded as income unless it was acfually received. This rather 
upset the long-standing practice of the mercantile community. 
Actual working of the Act .showed up \^arious other defects as well 
that called for rectification. Accordingly, the Government of India 
appointed Committees consisting of officials and non-officiali^ in 
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the various produces to report on the working of the income-tax 
legislation then in force. Tlie Income-tax Act of 1922 was largely 
based on the recommendations of the above Committee. 

SUPERTAX 

Before the 1922 Act. supertax was levied ui accordance with the 
provisions of a separate Act. In the 1922 \ct, on the contrary, 
Sufibrtax provisions also were included. Supertax is an additional 
tax on income above a certain arbitrary high level fixed by the 
Act. Originally, supertax was a war-time measure introduced in 
India in 1917. Incomes below Rs. 50.000 were exempted, and the 
tax was Ic^vied at progressiv^c rates ; and the same rates applied 
to companies also. In the case of companies, only the undistri- 
buted profits were taxed, the distributed piofits being taxed in 
the hands of the stock-holders, if they were liable to supertax, as 
part of their income. In other word‘s while the indniduals were 
ta.xed on 1’ total income, siipeitax was levied on the undistri- 
buted profits of the companies The net ellect of this method of 
assessment was the disinclination on the pait of companies to 
build a leserve of accumulated profits foi fuither (le\ elopment, 
and many complaints were made In the busim community about 
this sort of disincentive cau.sed by the tax. Accordingly, in 1920 
this Act was amendinl, and joint-stock companies whose incomes 
exceeded Rs 50,000 weie charged at a flat rate of one anna in the 
rupee,, instead of at a progicssive rate schedule The shareholder 
was not credited with the tax paid by the company, a^d the super- 
tax became moie or less a corporation piuhcs tax. Ho' cer, unlike 
th(' practice of other countries, supertax was not alh wed to be 
deducted from taxable income for income-tax purposes. From 
1017 to 1922, the Supertax Act*^ were ‘Principal Acts’, but in 1922 
the Income-tax Act and the Siipeitax Act weie mciged into a single 
Act known as the Income-tax Act of 1922 which, in spite of many 
major and minor amendments of later years, has held the field almost 
to this day. But henceforth the new comprehensive Act of 1961 
will take the plqfc of the 1922 Act and its numerous amendments. 

THE ACT OF I922 

The 1922 Act introduced many im^^ortant and far-reaching 
changes in the Indian tax structure. In the first place, the Act 
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established a change in the year of assessment. Jhe tax was now 
to be assessed on the income of the previous year, instead of the 
previous year's income merely serving as the measure of the incom6 
of the year of assessment. Prior to the enforcement of the 1922 
Act, the rate of tax also was determined by the Act itself ^nd 
used to be appended as a schedule to the Act. The 1922 Act, on the 
contrary, deals merely wth the basis, methods, machinery and 
administration of assessment, but not with the tax rate itself. •’The 
rates at which income-tax and supertax are to be charged are now 
separately determined by the Annual Finance Acts. This innova- 
tion in income-tax legislation was intrc^uced largely with a view 
to securing elasticity in the fiscal system, because under the new 
dispensation the rates could be adjusted conveniently with refer- 
ence to the annual budgetary requirements. 

AMENDING ACTS r 

Between 1922 and 1939, there were twenty-three amending Acts. 
Excepting in the years 1932, 1935. 1936 and 1938, there was at 
least one amending Act every year. In the tax years up to 1938, a 
'step system’ was used for the assessment of income-tax. Com- 
panies and registered firms, however, had to pay income-tax at 
the maximum rate prescribed for income-tax on their total income, 
whatever, it might be. Thu<^, in so far as corporations are concerned, 
there has never been under the Act any exemption limit for income- 
tax. Till 1938, however, there was an exemption limit for supertax 
payable by the companies. In the 1920 Act the exemption was, 
as we saw above, Rs. 50,000 ; but, in 1931-32, the limit was lowered 
to Rs. 30,000. 

It i:5 only in the period after 1938 that the Indian tax structure, 
with special reference to the joint-stock companies, has undergone 
considerable growth. ^Beginning with the 1939 amendment to the 
Indian Income-tax Act, there has been a spate of amendments to 
the Act, especially during 1948-59, resulting in major and far- 
reaching changes. Apart from income-tax and supertax, new taxes 
like the Excess Profits Tax, Business Profits Taj, Capital Gains 
Tax, the tax on excess dividends, the tax on bonus shares, and the 
Wealth Tax were (or arc) being levied on companies. It is also 
during this sam<. pieriod that we have been witnessing both the 
tightening up of the income-tax administration and the introduc- 
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tion of liberal i^ovisions encouraging saving, investment and eco- 
nomic development. 

• 

STATUS OF COMPANIES 

Bi India the judicial decisions have always held that taxes 
paid by the company are paid by it as a separate entity ; the 
companies are not paying taxes on behall of tlieir shareholders 
but* only on behalf of themselves as assessecs of income-tax. In 
the Mrs. Guzdar vs. C.I.T. case. Justice Chagla held that, ''Not 
only are a company and a shareholder separate and independent 
entities under the g<‘neral*law, but even under the Indian Income- 
tax Act, a company is a separate entity for the purpose of assess- 
ment from a shareholder. A company pays income-tax on its 
income . . . (not) on behalf of the shaieholders .... In fact and 
in law, income-tax is paid by the company as a company on its 
own income, and the shar<‘holder al;^ in fact and in law has to 
pay tax on his own income."® In the Lahtha Bai vs. Tata Iron 
and Sier^ '*:pany Lid. Chief Justice Beaumont also held that “in 
the case of a companv the tax has to be paid by the compan\’ 
direct, and not on behalf of the shareholders."^ The same opinion 
has been expressed in the judgment on the Raj(^ Bahadur Vishvesh- 
vara Singh vs. C.I.T case. Whati'ver the controversies on the 
subject as indicated in the first chapter, it i^ clear from Jhe above 
decisions that Indian judicial opinion accept^ the theory that 
compajiies have a status and a ptTsonahtv distinct from those of 
the shareholders ; the company is an entity in itself, and not 
merely the sum of the shareholders. 

The advantage in securing the status of a compai: in so far 
as income-tax assessment is concerned mainly rests on the fact 
that company income is chargeable at flat rates, which are lower 
than the highly graduated rates applicabl^^ to individuals and 
partnerships with large incomes. For the purpose of Indian income- 
tax, companies now constitute a separate clas'^ ui assessees. Ac- 
cordmg to Section 2 of the Iijcoiiie-tax Act, a company m^an*' either 
a companv whi^ has been registereii under the Indian Companies 
Act or anv Association, Indian or non-Indian, whether incorporated 

•Cited in the TavtUion Lnquny Conmiisston Report, Vol II, p 151- 

’ This and the following case’ are cited * M. S. Sniuvas.m in his 
Ij^chtres OM Income-ta.x, pp. ()(>. 72. 
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or not, which is declared by the Central Board of 4?e venue to be a 
company for the purposes of the Act. Any foreign company has 
also to be first declared a company for the purpose of this Act? 
and generally such declaration is a formal affair if the said foreign 
company exhibits the formal characteristics of a company limfted 
by shares and is a legal ‘individuar according to the laws of the 
home country. The distinction between an Indian and a non- 
Indian company was first introduced onlj^ in the Finance AA of 
1048. The object of this pointed differentiation was to confine 
to the Indian companies alone the then newly introduced 
concessions small companies and conAssions regarding undistri- 
buted profits.® 

DIVISION BY DICHOTOMY 

In the Indian Income-tax law, the definition and classification 
of companies derives largely from the principle of ‘Division by 
Dichotomy'. In the previous chapter the definition of companies 
ab given in the Companies Act was cited. Company legislation is 
interested mainly in the sound management of the companies and 
in ensuring that no exploitation of gullible investors takes place. 
But income-tax legislation has to take into account many aspects 
touching adequacy, ecpiity, administrativT convenience, etc., 
regarding. Government’s relationship with the companies, and 
consequently it is not at all surprising that the treatment of com- 
panies by the lax law is extremely complicated. 

It is not necessary, that all joint-stock companies slioiild be 
alike in structure and intention, even though superficially they 
might have several common characteristics. Apart from the advan- 
tage already referred to regarding flat taxation rates which com- 
panies enjoy, the corporate form of organisation could also be 
utilised in .such a as to avoid certain types of tax liability 
which attract themselves to individuals and partnerships. In 
certain private and public companies which are controlled ^only 
by a few persons, the owners have tj)c power so to regulate the 
distribution of dividends that their personal tax liaiiility is reduced 
to a considerable extent. This method of tax avoidance not only 
reduces the revenues of the «tate but also leads to "inequities as 
between shareholders of different companies, and also to the utili- 
* Section 8, Annual Finance Act (1948). 
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sation of accumulated profits for the purposes of consumption".* 
The company law does not require the Directors of a Company to 
distribute its income as dividends among the shareholders Direc- 
tors could, if they hke, leave the profits undistnbuted to avoid 
taxfliabihty as individuals Such and other similar cases of possible 
or real tax avoidance and inequity led the tax authonties to differ- 
entiate between the vanous types of companies and treat them 
appfopnately The Indian Income-tax Act does not exphcitly 
define prtvate or public or holding or subsidiary companies, and, 
consequently, what the Companies Act sa>s in the matter is to 
be treated as generally acceptable But as regards classification of 
companies for the purpose of income-tax assessment, there are 
four groups of companies, each group with two types of charactens- 
tics, either type of one group matching with either of the types in 
the other groups 

CLASSII ICATION OF COMPANIES 

The V 'ire t\u four groups with the dual \ariations m 

each of them • 

First (jr up (a) Companies m which the public is interested 
con side rahh 

(b) Companies in which the public is not 
intciestcd consi krabl\ 

Second (iroup (a) (ompames which are Indian , 

(b) ( oinp inics whit li are not Indian 

Third Crioup ( \ ) Companies whicli na\e made th rescnbed 
arrangi mints for the declaration and pay- 
ment in India of the duicUnd'' and for the 
deduction of supertax therefrom, pa\able 
to non-U side nt sh irelioldtrs , 

(b) Companies which ha\e made no such 
* irian^ements 

Fouith (iroup^ (a) Companies with an income of Rs 25,000 
or less , 

(b) Companies w'hose total income is bove 
Rs 25,000 

Meport of the Taxation Lnqutry Commission (i953‘4) Vol II, p 171 
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SECTION 23A OF THE ACT 

It must be noted that, as far as the income-tax is concerned, 
no distinction is made between private and public companies aS 
such. Actually, there is no difference in any basic principle em- 
ployed in the assessment of private or public companies, and they 
are both of them treated alike. But in order to arrest the poss- 
ibilities mentioned earlier regarding the evasion of supertax, our 
income-tax legislation has an important Section, namely 23A, which 
applies to certain classes of companies — ^not necessarily private 
companies alone. The crucial feature of Section 23A is the speci- 
fication of provisions regarding the distribution of dividends. 
Under this Section, companies could be compelled to distribute 
more of the profits as dividends than the companies would ordi- 
narily care to. In some cases, this Section is applied equally to 
companies which are ‘public* from the angle of Company Law. 
However, all ‘private* companies come within the purview of thi^ 
Section. 

Section 23A of the Income-tax Act was originally enacted in 
1930 following the practice in this regard in the United Kingdom. 
This Section aims at compelling the private limited companies 
(and even some of the public companies) not to retain profits 
beyond a certain ‘reasonable* level, but to distribute a reasonable* 
part of the profits to the sharelulders within a ‘leasonabh^' time, 
failing which the shareholders would be liable to a special tax. 
An officer of the Income-tax Department could pass an order 
under this Section only if he was satisfied that a ‘ 'company *s profits 
and gams are allowed to accumulate beyond its reasonable needs, 
existent and contingent, having regard to the maintenance and 
development of its busine.ss**. We thus see that this action under 
this Section called for judgment of motives and also estimation 
of future ('contingent') po.ssibilities, and it is no wonder that the 
Section proved "virtually a dead letter, only one (order) having 
been passed under that sub-section from its insertion in 1930 upto 
the end of the year 1935-36**.^® The ipeome-tax Enquiry Commit- 
tee (1936), therefore, suggested the removal of qualitative judg- 
ments (e.g. 'rea.sonable*) and recommended the prescription of 
quantitative tests. Accordingly, the provision was suitably altered 
by the Amendment Act of 1939, and in the result this Section 
*• Income-tax Enquiry Report (1936), p. 66. 
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gained a distinct, and an operatively useful, shape. The Section 
was further amended in 1955 and 1956. 

COMPANIES IN WHICH THE PUBLIC IS SUBSTANTIALLY INTERESTED 
iRcome-tax legislation in India has made a very vital distinction 
between companies in which the public is substantially interested 
and companies in which the public is not so interested. This pecu- 
liar distinction enables the authorities to differentiate between the 
assessment of one class and that of the other class in many ways, 
especially in tlic matter of privileges and reliefs. It should be 
remembered that the main justification for the enactment of 
Section 23A was the social and economic policy flcjwing from broad 
considerations of eqiiit}’ and justice. According to this Section, a 
company in which the public is substantially interested must 
satisfy the following conditions . 

A. If the company is owned by the* Government, or if not less 
than 40 per cent of the shares of the company are held bv the Govern- 
ment, it iiia> dccm« 1 a company in which the public is sub- 
stantially interested. 

B. Otherwise, for being deemed a company in which the public 
is substantially inten'sted, the company sliould not be a private 
company as d<*hned in the Company Lav', and it should besides 
.satisfy .some more conditions, namedy, 

(i)*At least 50 per cent of, the company's shares (not' being 
shares entitled to a fixed rate of dividend, whether with or with- 
out a further right to profits), carrying not less than > per cent 
of the voting power, should have been purchased an held un- 
conditionally by the public throughout the previous year. How- 
ever, if 50 per cent or more of the shaiJS of a compaiiy are owned 
by another company in which the public ii.we/ interested, then 
the first company also is deemed to be one in which the public 
is not substantially interested. Again, it is enough for “an Indian 
companv whose business consists wholly in the manuracture or 
processing of gpods or in mining or in the generation or distii- 
bution of electricity or any other form of power” to be one in 
which the public is substantially int?rested, if 40 per cent of its 
shares (unlike the other companies* 50 t cent) are held Dy the 
public ; 
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(2) The shares should also be dealt in reco^ised stock ex« 
changes in India ; or, in the words of the Act, it should be as- 
sured that "the said shares (40 per cent or 50 per cent, as thfe 
case may be) were at any time during the previous year the 
subject of dealing in any recognised stock exchange in Iftdia 
or were freely transferable by the holder to other members of 
the public" ; 

(3I At any time in the previous year, less than six peftons 
should not have controlled more than 50 per cent of the com- 
pany's shares. Further, in the case of industrial companies 
engaged ir the manufacture or processing of goods or in 
mining or in generation or distribution of electricity or any other 
form of power, less than six persons should not contiol more 
than 60 per cent of the company's shares. Owners who are closely 
related are to be treated as only one person. For example, if 
two brothers own each 30 per cent of the shares, it will be con- 
sidered that 60 per cent of the shares are owned bv only one 
individual. The Act further explains the term 'lelative' expli- 
citly as "husband, wife, lineal ascendant or descendant brother 
or sister". 

The purpose behind these 'conditions’ is obvious. Since public 
companies enjoy special privileges under the Income-tax Act, small 
groups of self-seeking individuals should be effectivelv prevented 
from e/t^^loiting these privileges under the guise of running ])ublic 
companies. In short, 'public companies should be really ‘pulilic' 
companies and not merely notionally such. 

NON-INDIAN COMPANIES 

As we saw earlier, the Indian Income-tax law madt‘ a clear 
distinction between# Indian and non-Indian companies only in 
the Finance Act of 1948. Before that, a company meant just "a 
company as defined in the Indian Companies Act of 1913, or formed 
in pursuance of an Act of Parliament pr of Royal Charter or Letters 
Patent or of an Act of the Legislature of a British Possession, and 
included any foreign association carrying on business in British 
India, whether i corporatdd or not, and whether its principal 
place of business was situated in British India or not, which the 
Central Board of Revenue may by a general or a special brder 
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declare to be a company for the purpose of this Act”. Truly an 
omnibus definition I As we pointed out earlier, the main reason 
for bringing in the new distinction was to restrict the fiscal benefits 
of the Income-tax Act only to the Indian companies, although 
thi» kind of preferential treatment necessarily brought about other 
complications as well. Non-Indian companies have to be formally 
recognised by the Central Hoard of Revenue, and if they are not 
so Rt*cognisod and accord('d the status of companies, their tax 
liability will be greater than if the\ an* so recognised. 

COMPANIES WITH NON-RE'NOENT SHAREHOLDERS 

The diffeientiation in the Third Ciroup is a safety valve against 
non-resident shareholder-* escaping supertax liability. The com- 
panies will have to bear the supcTtax also if thev have not made 
any arrangements to disliibutt* the tlividends The effective ar- 
rangem(‘nts to be mad(‘ bv a (onip.jny for the de(laratK»n and 
payment of dividends in India ( lammu and K.i‘-hmir exce pted) and 
for the •K h,. wImh of supertax therefrom will be as follows ; 

1. The Share K(‘gister of the ('ompanv for all -shareholders 

shall b(* regularlv mauitained at its pnncip**' ])lace of bu'-inesS 
within Indian territorv ()ammu and Kadimir e\repi(*d . (i) from 
a date n<d bitiu than the 1st day of X«>vember in respect 

of tile assessment for the ye«ir ending 31 March and (ii) in 

ros])ert of anv a-^'-essnirnt f<»r a -ub^sjuent year, fruii'^.a dale 
not latei than tlie i-a dav of April ot '-luh a year ; 

2. TIk* general itr eting f<a* pa'-Miig the accounts of ^he previous 
vear relevant to the vear (»f asM*ssmt*nt and toi dt *aring any 
dividends in re-peet therei>f shall be held onlv at a place within 
the territoiv of India (excluding Jammu andKadimin . and 

3. The ili\idends declared, if anv, shall b“ pavable fmly within 
the teriitory i>f India to all shan holders “ 

Thus* while computing the totiil taxa]>le income, it i ^ neco'-sary 
that the ri'sidential status of the corixnation sliould be stdlUxi. 
Tliis is because the incipience of the tax dilfers acci^rding to the 
residential status of the assessoe. Tli^ Indian income-tax Ivw no- 

Appendix I of Inamu^ tax )of the Imvk jw. issuchI by the Central 
Boaicl of Revenue. 
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where exactly defines 'residence'. However, no cqpipany can have 
more than one residence, because, according to Clause C of Section 
4-A of the Act, residence relates to a particular year and is settled 
by criteria which do not permit of residence at more than one place 
in the course of the same year. 

COMPANIES WITH A LOW INCOME 

In the Fourth Group, the differentiation is on the basis of inoome 
and it is made with a view to giving relief to the low income corpo- 
rations. A lower rate of taxation is applicable to companies with 
incomes below Rs. 25,000, as against companies with higher incomes. 

One iniportant point that should be remembered is the prevalence 
of various rebates which help to reduce the effective tax as distin- 
guished from the formal tax which often appears crushing. After 
taking into account the permissible rebates, companies are finally 
required to pay taxes at various effective rates, depending upon 
the situation in which thev are classed under one or moie of the 
four Groups described earlier. 

REFUNDS TO sHAREHOLJ^ERs 

In India, the m«ijor taxes paid by the C(»mpanies 01 corporations 
are income-tax and &upertax, otherwise known as tht^ coiporation 
tax. According to tlic Indian Income-tax Act, companies aiC 
liable to pay income-tax and also supertax on the total iiRonu* of 
every jjj^vious vear at rates which are prestiibed by tlie Annual 
Finance Acts. While income-tax *as applied to indi\idiials and 
Hindu undivided families is based on the progie^sive puiKiple, 
companies are required to ))ay income-ta.x at the maximum rate 
fixed for individuals by the Annual Finance Act ; and the maximum 
rate is applied irrespective of the income of the company There is 
thus no income limit for tax exemption so far as corpoiations are 
concerned. But as company income was considered to be doubly 
taxed, certain provisions were enacted to givt^ some relief .it least 
to the shareholders. According to Section 4oI> of the inennie-tax 
Act, the income-tax paid by the company is siippijsnl to liave 
been paid by the shareholders. The assumi)tioii is tliat tlie company 
just acts as a sort of tax (jfjlltxlor in H’spert of the i'lcome-tax 
payable by * e shareholders on tlieir dividend ini'omes. Ev(‘iy 
shareholder (if he is not liable to pay tax at the maximum ra^/* on 
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his personal income, including the dividends) will be entitled to 
get a refund calculated on his dividends received from any com- 
pany whose profits are liable to income-tax at the difference be- 
tween the rate applicable to his total incomf and the rate appli- 
cable to the companies For this purjiost the dividends received 
are grossed up in the following manner 

14 (y) IS the full rate of companv inLomf-ta\ in pic'^ prr ruptc 
and (x) the pcHcntag< of the compan\ ^ profits liabh to tax 
the g^os^ dividend foi cverv unit of dividend will h< 

% 

I 



riu grossed up iliv uh nd is iddtd to Uu sh in h )ldcI'^ toi il income 
and tht refund is givin on this bisi-. Howtvtr infomc tax on tht 
pn 1 c rud l)v th( (onipinv 1 mitlur u lit ibK V tlu shart- 
holdi rs or Kiundd)li to tlu cornpinv 11 NV^t<m of iffund 
bast d on tht Hritidi s\stt.m < f tixitim tn Mt tli dimh Id rs 
to git b u k a toiwulii d)lt portion of tin iiuomt t ix j>iil bv the 
<orporation But In In In- n v\ ^iv< 1 up thi jn rut (f rtfinid- 
Sinn tlu pnsing of tin 1 ipinti Vv ^ td ind ha- sNsUtht d 

ovfi to tlu \nuii( in st m td 1 1\ iti >11 m idin.: to wIikIi 
tornpuiv profit- in l i\t I iki in 1 i r ill bv i si j^\ it a 
uniform rate iiul no tr« hi is ^ivni t » tht di iiih >ldti in In- i-st 
mint Mon 01 Us-, this 1 il-o tlu s • m lint 16 < lowtdin\<nh 
America nnnv tountius in 'si uili \nuiu i ind F opt \ i-tialia 
and S)utli \fru 1 

SinivTVX OK (OklMKVllON 1 S\ 

\pait iioin tlu iiu >nu t ix whuh n Uvu f n lln n tin iiuome 
o( tht tompanu- tlu I nu»n (i >vi iniiunt iI-’Kvkn i oipo uion 
1 1\ tht sum iiu »nu uul luillui i- ill >wc I as i uhiti in as- 
st ssing tlu oihn Iliis t IX 1- otlin i dU 1 -upntix on lommniis 
but tins is lud aitoi^illui pi »pii bn ui-i tlu t mstituiion it'-tlt 
has lalxlU d till- 1 1\ i coipot itum l \n% Bi (on ii)>o mu itixwas 
levied on tht tompinus with an exti tu>n hmitul to R'- 50000 
I h^ shareholders howivei weio not non anv tndit for the siiptr- 
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tax paid by the company. The nice discrimination^here is that the 
supertax is paid by the company as company on behalf of the 
compan}% whereas the income-tax is supposed, by a legal fiction^ 
to be paid by the shareholders themselves with the company for their 
tax-collector. Viewed from this angle, the term supertax is rather 
a misnomer, for it is inconceivable that the ‘super’ can be altogether 
independent of the ‘base’ ; it would therefore be most appropriate 
to call it by the right name of corporation tax. The Taxation*En- 
quiry Commission (1024) has observed that “its justification lies 
partly in the fact that companies derive certain advantages and 
enjoy certain privileges as the result of incorporation ; and j)artly 
in the fact that the portion of the profits of companies which is 
not distributed as dividends, but is placed to reserves, escapes 
assessment to supertax’*.^* But there are not wanting Indian 
authorities who declare that the corporation tax is not any return 
for any special pri\'ileges ; ^for example, R. N. Bhargava sa>'s : 
“if the corporation tax is a tax on privilege, it should be levied 
when the privilege is granted, that is, when the joint-stock company 
is incorporated. It should also be related to the privilege granted. 
But the corporation tax bears no such relationship. The tax is not 
levied so long as a. corporation incurs los.ses. If it earns an income 
the tax liability varies in proportion to income Howev'er, even 
these authorities are united in saving that a corporation tax is 
justifiable on the ground of 'ability to pay’. 

THE EXEMPTION UMIT 

The Taxation Enquiry Commission of U) 2 ^ expiessed the opinion 
that, “if the tax is recognised as a corporation piofits tax. it becomes 
clear that the exemption limit of Rs 50,000 is illogical Small 
companies derive relatively as much advantage as large ones from 
the privileges of incorporation, and the amount of pmlit made bv a 
company bears no necessary relation to the wealth or povertv of 
its shareholders’’ ; the Commission therefore nrummended “that 
the present exemption limit which serums to have been made on 
a fake analogy should be abolished’ The Income-tax Enquiry 

Report, pp 213-4. 

The Theory and IVorkni^ oj J’ninn Finance in India, p. loi. 

See also V. K R. V. Hao, Taxation of In<ome in India, p. 182. 

Report, p. 214. 
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Committee also endorsed this view of the Taxation Enquiry Com- 
mission.^* 

• Accordingly, in the Indian Income-tax (Amendment) Act, 1930. 
the exemption limit in case of suj^ertax on companies was remov^ed, 
and all companies, irrespective of their inr()me, W(‘re made to pay 
this tax and at the same tax rat(‘. T 3 ut, in practir (^ the tax (in the 
words of Nicholas Kaldor) is “levied at different rates according 
to \sirying criteria, such as the nature of tlu frjmpany, th(‘ source 
from which the income is drawn (wliether it lepiesents profit‘d of 
the assessee company, or dividends paid by another . if the latT(*r, 
according to the kind of activity pursuerl bv it) and according to 
whether the prohts are cli^tributed or letained” Ihere 1^ one 
basic rate undoubteclly, but hardh an\ (ompdiiv i^ made to j>av 
at that rate, for the rebates in\ariabh (jualifv the bd'^it rate con- 
siderably Jhiferent < las^e^ (>f comptinie>- are allouc d to c hum \ ariou^ 
rebate^ depending on indiMdual conditions, and in tin* ic-iilt the 
effective rate at which tiu compane*^ pa\ tin c corporation tax is 
low. 4 til 01 ♦he basK iat<* 

SUMMARY 

The substance of what was Muiglit to » \])! t^ntd in tli*- pn \ious 
paragrajihs c ould now be stated biielb The tax foi an\ -sment 
yeai is leMed on the total in‘ c)nuM»f tlie coiptaation-- fi>r iIr (turO'*- 
ponding pnwious \e<ir at the r.ite*' lixed 1 )\ tie Annual Finance 
Acts The hnal di teiminatiun of the lax wcaild depenc^ upon 
(1) the status of the coipcuatlon (whethei 11 is resident or non- 
resident) : (j) the place or place s wF re the inconi* t the Cc»mpany 
is earned , (3) the (iioup to which the* company 1 i (whether 
it IS Indian 01 non-Indian, wluthcu it has made* the iiivessaiy 
arrangc'inents foi dcMlaimg linidc nds 01 not win the i it comes 
undcT the Section J3A categor. 01 not, et ' (4 the' (.ompan\'s 

totfil cornputecl income, and (s» the bc»nus •'•hares issued and the 
dividends distnbuted b\ the company Tlv \anable factors are 
so iilany and human ingenuity (at the tax-gathoic 4 s ni> h ss than 
the tax-paver's c-rd) is so •great that the taxation of corporate 
income presents one of the inc^t complicMtcd prc‘blcms thiown bv 
advancing civilisation An annuall\; altering or altei *ble basic 
tax rate, a whole complex of pioMs. is relating to lebatcs. ambi- 
Repot t p 18 Fnd.ni Fax Rtfi'fm p S- 
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guity in interpretation, the rising mass of judicial decisions on the 
subject, the conflicting pulls of present need and long-term equity, 
all contribute to the baflfiing intricacy of the whole problem af 
corporate taxation in India. 

JRa/v Structure of Company Taxes 

RATE STRl’CTCRE OF COMPANY INCOME-TAX 

As wc saw earlier, the rate^ of taxation of income in India are 
detennined by the Annual Finance Acts. If the growth of the 
rate-structure of the taxes affecting C(v*ix>rations is examined, it 
will bee )me abundantly clear that the evolution has proceeded 
from a comparatively simple to an increasingly complex scheme of 
taxation with moie and more proliferating qualifications and ex- 
ceptions. It is c\ idently the price that we ha\'e to pa\' for industrial 
and terhnological advance. 

Taking into consideration the history of the income-tax rates 
falling on companies, we can divide the period into five distinct 
sector^ • (/) Pre-ig30, (;/) War-time {iq,^q-45), (//j) Pie-Independ- 
ence (1945-47). (iv) Pie-Plan (1947-51), (19 After 1951 (Plans I and 
II). Before 1939 we find that the iiuome-tax late^ weie stal)le at a 
comparativelv low level Fi<im 1922 to i<)30, income-tax was levied 
on the total income of the companies at the late of iS pie^ in the 
rupee. Tfiis rate was prcscnth iaiM‘d to 19 pir^, and m 1931 it 
was ag^in raisnl to 2925 pies Fiom 1932 1935. tin* lale was 

32.50 pies in the rupee The nextVear saw a slight ri‘<liirtion to 
3<^-33 ^ind in the next Ihidg^'t a fiiithei ndiictnui was an- 

nounced. This rate — 2S 17 pies in the rupee —continued uf)to 1939 
Just when the corporate sector wa> bi ginning to -.hake off the 
economic sluggishness of the thiilie-. and show m. irked signs of 
new vitalitv' and gnjwth, the taxes on ( poi.itioiis also began 
to expand witli ala< rtty In 1939-40, incomf* tax was cliarged on 
the entire income at 30 pies in the rupee, .md theie was no surcharge. 
This basic income-tax rate of 30 ph‘s m the iui)oe was adheitd to 
till 1946. 

SURCHARGE ON IN( O.ME-1 \X ^ 

The Central 'Government had been given the right to levy sur- 
charges on the taxe'^ on income by the f Government of India ^Act 
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of 1935 (Sectior^ 138). The whole surcharge revenue was to accrue 
only to the Centre, whereas the income-tax revenue was to be 
shared by the Centre and the States in a certain proportion. Govern- 
ment took advantage of this position and resorted to the levy of 
su^pharges on income-taxes dining the Serond World War, instead 
of raising tlie basic in( orne-tax rate itself Actiiallv, surcharges had 
been levied earlier in 193^-37. but had l)(*en jiromplly discontinued 
sooQ afterwards; it was the hnan( lal pn '^^u^e exerted bv the 
exigencies of the wai that now ne( e'>Mtat( d the imposition of '^ur- 
•charge^ on all taxes paid on inrom** 

There was, how’cxei, 11(4 '.uichaigt for tlu x<ar 1930-40, the fir-t 
jear of the Wtii IntiodiKing the Second Finance Bill lor the \eai 
1940-41, Sir Jerenu Raisman, the binann Mi inbcT, *^ald in the 
Legislatixe AssrinbK on 5 Noicmbcr 1940 while piopo^mg a 25 
per cent Mirtharge foi (ential puij)o-»(s on tdl taxi - on income* 
“In relation to the needs of the pre^nt filiation, th^ ^ai rifices 
whicii 1 ha\c to a'^k of the (omniunirv at thi^ -tage an* not exce^- 
” ih j'!opO'-(*^ a lew of 25 p» I cent '-un har^’» e nl\ for the 

lemaining foui month" of tin cuiitnt \cai But .i" x\i* iau> of 

income-tax had le> he li\t*<l f< 1 tin whol» \»*ir at om time* the 
intention of a pel cent -unhiigt <»n \ nn^nth"’ iiuom.^ was 
earned out b\ ai tuall\ hwing ’iiihaiLe* ol orj(*-t\\» lllh He 
I '4 - 1 I 12' on till ipe omi 1 1\ iate> 1 'i th» Mar In the. 
next \tai. i c* mti \2 tie '»ui'hiii:» ’ iiieiia^cd liom 25 per 

<(‘nt to j»e 1 M nt Ilii" meant iiii t)j t 10 pji ^ in tin lupit to 

be paul in additii n to the >0 pe " m the rupee a- irT >me-La\ 

Inio42-4pthe "e.ieliaic'e wa^a^nn’ i"clto 15 , in ti. itipce, 
111191^ 14, It wa" 20 }»!' *. inioi4'|S Uwa"24ni , and tinalh, 
in i()4S-tO It wa" ’7 in the lepM ' liile inee»iiu-ta\ sur- 
ehaigew.i'^ 57 pie" in tin iMp<» 

POsT-WWR \M \I e, \M Minx \\i> \1IIK 

In the liiNt pO"t-wai Bud*’et toi tiu \'ai i«#40-47 sir An hibald 
KowH.uids, tlu 1 in.iiie e Ml mbe I iinal^anuiti d thi 0.1 k me omt-tax 
rates ami th»* snuhaiiie laPi'" In the mine 01 iru \ter snnplicitv 
and lationalisafuM tin suiehaui" wui uino\evl and the le»ss in 
leveniie was made goeul In u|)giai\jng the tales of 1 eome-tax 
For one thing, dining the posi-wai nod the bulk ot the deve- 
lopmental expenditure wa^ to ha\e In 1.11 undertaken by the Pro- 
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vincial Governments, and because of the upgrading of the basic 
rates themselves, the Provinces could now hope to get more revenues, 
since income-tax was shat cable while surcharge was not For 
another reason, of course, there was the plea for simplification of 
the compan\ income-tax structure An>how, in 1946-47, the bisic 
income-tax rate shot up from 30 pies to 60 pies in the 1 upee, and 
this rate was maintained till 1949-50 In 1950-51, the late was 
reduced to 48 pies in the rupee Fiom 1951-52 onwards, once a^ain 
surcharges w»ere levied, the ta\-paver now haMng, as it were, 

‘ the worst of both worlds" The rate is now' maintained at 48 
pies in the lupce with a suichargc of 51 pci cemt of the total tax 
paid 

RATE stRCCTCKI* Ol ( ORPOR VTION 1 \\ 

The rate structure of the coiporation tax has aKo undergone 
changes similar to the rate stru*.tuu of llu tompin\ income tax 
During the pre-war period, corpoiation tax was chirgcd at the 
rate of one anna in the rupee on the income with an cxmiption 
limit of Rs 50,000 Actualh, CMC since supertax ((ompan\ super 
tax being reallv coiporaticui tax) was incorpoiatcd inti» the Ini oini - 
tax Act income tc\x rates weic subject to < lunge s though super- 
tax ratc-i hardh e\tr changed In 1940 41 i sine huge it the 
rate of 1^3 of the supertax latc wa-^ It Med In i(»4i 42 lliu was 
continuccf In 1942-43 the siipcrtix lalt itself losc to is pi(> m 
therup^e and the next \( ai to24pu> and it lov igiiiib\ u j)i(s 
in 1944-45, but tluic were no surclfiigc'- llu latc w isuduccdto 
just one anna in 194647 onK to U shaioK lai^cd to two mn is 
in the now notorious I laquat \a Khan Budget of 19 jS I he 
rate was 3 annas in tlu rupu m 40 and thu was furtler 
raised to 48 pus (4 annas) ip tlu rupee m 19 1<# 50 I he 51 

Budget increased the rate still fmtlui b\ half .mn i ind mother 
quarter anna w is adfled to the rab in tlu if/51 52 Budget fins 
rate was not changed till I95t> 57 wh a the rale bet mie si\ annas 
and nine pies in the rupct 

TOTAL T\X BLRDI \ 

From all this wc can see thej/ the histor\ of the late sti lu line is one 
of continual ri at times \cr\ stcc p indml Even tlunigli the basic 
rates were as indicated above, there have also been many ijuali- 
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fications hedging the rates so that the effective rates have been 
much lower than the basic rates. Before detailing the various 
Exemptions and qualifications, it will be instructive to examine 
the total tax burden (that is, income-tax and supertax, with their 
resf^ective surcharges) as it ha'j fluctuated over a penod of several 
years. It is, of course, not very proper to club together income-tax 
and corporation tax, because a portion of the income-tax paid by 
thetompany is, afttr^all, refunded to the shareholders However, 
from the company's own point of view, there is hardly any difference 
between income-tax and suptTtax, for both n^present, in the account 
books of the company, unty debit items 

lABLC II gives in a summary form the ^liarcs claimed bv the 
taxes on every rupee earned bv the corporations fn^m 1939-40 to 
i957-5« 

This table reflects pictui(‘squ(*lv the steadv increase in the tax 
burden borne by the companies 1 he ard mo\ i men t \\ as arrested 
and slifditly even lo\\<‘nd in the immediate post wai budgtts , ]>ut 
soon afterwards the biiiikn started crowing laaMcr ihan ever 
before, the |)ost-fre( dorn (rest of 143 \ in tle^ riipte for 1950-57 
being nun h higher than lh< w ir-tim< cn-^t id (^o pu^ for 1044-45. 
Of course, as we haw said cmiIki, tiu lati-'au more apparent 
than real , lates and rebates ha\e to oc -tudn d toe thcr to irnve 
at the real positicm, ami wi sliall addre'-^ oiirs< h to thi'' nn»b- 
lem now 

IORM\L R\TI-s .\\I) R1 \L KMFs 

The present combintd rate of im onie-tax and q>oiation tax 
is Msibh much liight i than it was in i 93 ()- 4 o : tlu combined rate 
i>, in fact. times the 1 ite pn\ ailing immedialelv before the 
war. Many c'aiisos like the tinancing of tin. War and the lecent 
developmental expenditure ha\e conti limit ci to this podiion On 
the other liand, as aln adv p(mited tuit. whih* the foimal latts look 
truly formidable, the attual rates are mmh le'^s so I he reason is 
that*it IS ciistomarv of late (m the Indian tax legislation to lav dowm 
certain rates wlych are tlu maximum lates at which \anous classes 
of awssees will ha\c to pa\ taxes, and at the same time to make 
it possible for most of the assesst'^'s ito take advantage »f several 
concessions and rebates that will effoc *velv reduce the tax liability. 
Thus tax-rate law and the rebate-b\ e-laws have to be taken to- 
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TABLE IX 


RATES OF COMPANY TAXATION*’ 
(in pies« per rupee) 



Imonie- 

tax 

Sitrchatf^e 

on 

huomt 

i orpo~ 
Hit ion 
lax 

Surcharge 
on ( orpo 
ration 

Income-tax 
\ ( orpo- 
fiition 

1039- fo 


tax 

ml 

12 

Fa i 

ml 

1 ax 

42 

19^0-41 


2.5 

1 2 

f 

48.5 

1941-42 

V* 

10 

b* 

4 

5 ^ 

JT 942-43 


15 

iS 

ml 

03 

1943-44 


2 i> 

24 

ml 

74 

1944-45 


-M 


ml 

90 

1945-49 

^o 


d> 

ml 

•>4 


(X) 

ml 

12 

ml 

/ - 

1947-48 

(!(} 

nil 

24 

ml 

«4 

1048-41) 

()0 

ml 


ml 


1040-59 

Oo 

ml 

4 ^ 

ml 

I*»S 

1950-51 

48 

ml 

54 

ml 

102 

1951-5-! 


2 4 

57 

ml 

107. \ 

195^-53 

48 

2 4 

■>7 

ml 

107 1 

1953-54 

48 

2 4 

s 7 

ml 

107 \ 

1954-55 

48 

2 4 

57 

ml 

107.4 

1955-59 

48 

2 -4 

57 

ml 

107 1 

1956-57 

^8 

2.4 • 

‘M 

ml 

* 4 ^ 4 

1957-58 

30 

5 

50 

ml 

«5 


*192 pies made one rupee. 


gether to get a clear picture ot the actual tax liability of the assessot s 
Till 1948 there were no rebates in resjwrt of inc omt'-tax. and 4‘\t*n 
afterwards, there has not been as much complication with reg«ir(l 
to the income-tax as with the levy of the coipoiation lax As 
regards the corporation tax, the system of rebates u.is intKKluced 
only in 1944. 

REBATES ON INCOME-TAX 

Compared to the corporation tax, income-tax on companies has 
*’ Source : Annual Finance Acts 
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remained on the Mrhole a simple affair. As we noted earlier, share- 
holders in India were until recently entitled to a refund from the 
(Jbvemment in respect of income-tax paid by the company. Ac- 
cording to the Finance Act of 1948, a rebate is given in respect of 
undistributed profits An additional tax is levied on dividends 
paid in excess of the available net profits after taxation. Small 
companies with incoiiH‘s less tlian Rs 25 000 per year are charged 
at a Itiwer rat<*. The I^nanc(* Act of 1948 introduced, besides, the 
distinction between Indian and non-Indian (ompani* ^- According 
to this Finance Act, Indian compani<*s with income’- over R-* 25.000 
per year and all non-Indic'fh companic*'^ had to pav income-tax at 
the rate of 5 annas and Mijn-itax at the rt»te of 3 anna-- in the 
nipee. Howexer, all conipanie'-, in( hiding Indian companies wnh 
incomes les-^ than R*- 25.000. were entitled to a rebat«* of one anna 
in the rupee on supertax, if the pie^ciibed arrange mi*nts were, made 
for deduction of supertax at the ‘-oiyre An Indian coftipanv is 
effectively prevent<‘d from not making su< li f)rescnbe(l arrange- 
ments for deducting suj)eitax becau-e. under Section i of 
the Indian Income-tax Act, tin* company has to cj)lh(t -•upertax at 
the source from th<* diarelioldei’- and. under Station 18(71. tie- 
company will be lesponsihh* to the (io\crnm< nt for -u* h rol!<*( tion 
There is aK<v another lebale t)f equal sahie for Inchriu cnnipaiiies 
with incomes over Rs 25,000 per yecir for ploughing ])acjw profits 
In other words, a rebate of one anna in the rupee is gixen on the 
amountjDV whkh the total inconie, after reduction by annas 

of the tax in the rupee, c-xceeds the dividends dec hied This rat^ 
of .seven annas is composed (»f fne »..inas of iiu le-tax, three 
annas of supertax, minus tlu rebate of one anna. In iie company’s 
income, only nine annas will thus remain for distribution. Some- 
times the companies may distribute from accumulated savings 
also. To discourage this, an additional charge i^ levied on Indian 
companies on the excess dividends declared, that is to say, the 
dividend-amount that exceeds total profit'^ the seven annas 

in the rupee of the tax. The rate of this extra charge on excess 
dividends is caltful. ted in tlie following manner. It is assumed 
correctly that any distribution over the current net income of the 
company must come from past undisHibuted profits. Ac^ >idingly, 
the levy is at a rate equal to the dii rence of 5 annas and the 
amount of tax (if any) actually borne by such excess in the previous 
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years. The tell-tale reason for levying this extra charge is to make 
available the tax concessions only to those who actually retain 
the profits in the business. 

An Indian Company with an income less than Rs, 25,000 per 
year had to pay under the Finance Act of 1948 only 2J ann& in 
the rupee as income-tax ; supertax, however, was at the rate of 
3 annas in the rupee. A rebate of half an anna in the rupee was 
given for ploughing back profits remaining yut of the total income 
after the pa\Tnent of tax at 4J annas in the rupee on the total 
income ; here, again, this rate of 4J annas is composed of 2^ annas 
of inerme-tax, three annas of superta:^, minus the rebate of one 
anna. Unlike companies with an income over Rs. 25,000 per year, 
these smaller companies were not subject to an additional charge 
if the reduced total income fell short of the dividend declared. 
In the 1949 Finance Act, however, this concession to the small 
Indian cempanv was also jj^athdrawn. In the next Finance Act 
(1950), the distinction between Indian and non-Indian comjxinies 
in the matter of granting rebates was abolished. The rebate was 
now given to those companies which had made the pn»scribed 
arrangements for deducting dividends in India and ileducting 
super-tax whether, the companies were Indian or non-Indian. No 
significant change has bet*n introduced in tin* Finance Acts of the 
subsequent years up to 1959 Regarding the mcome-ta.v on companies. 

REBATi:5t.OX CORPORATE TAX 

Companies pay a fiat rate of corporation tax on tiieir profits. 
The rates, like the income-tax rates, are regulated by the Annual 
Finance Acts. Here aLo the effective rates are much lower than 
the prescribed basic rates, though, for the years 194b and ic)47, 
while the minimum rates were prescribed, the effective* rates 
actually increased 

Before 1944, companies paid a uniform rate of tax as could be seen 
in the table already given. After the 1944 Finance Act, however, the 
tax burden of the companies began to depend to a great extent on the 
dividend di.stributions. A glance at the history of tfie corporate tax 
structure is .sufficient to indicate the Government's desire to regulate 
and control the profits made fry the joint-stock companies. All along, 
Government nave been trying, with the aid of taxation measures, 
to see that companies distribute only a reasonable portion toithe 
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shareholders and maintain healthy reserves for expansion. 

The Finance Act of 1944 introduced for the first time a rebate 
to companies from the supertax on the declared dividends. The 
rebate was one anna in the rupee on so much of the company's 
totdH profits as was not distributed in the shape of dividends other 
than dividends payable at a fixed rate on preference shares. The 
same scheme continued in the assessm(*nt year of 1945-46 also. 
However, in the Finan^' Act of 1946, the same scheme was followed 
in a different way. Instead of specifying a particular basic rate 
first and then giving rebates for the undistributed income, there 
was now first a low basi<? rate, and an additional supertax was 
levied on that part of the total income whic h did not exceed the 
amount of dividends on ordinary shares. The tax was, naturally 
enough, on a progressive scale. Unlike tlie procedure followed 
in 1944 and 1945, the Finance Act of 1946 specified that no addi- 
tional supertax was payable if the dividends declared by^ihe com- 
pany were less than or equal to 5 per cent of the capital of the 
company. Here ‘capital’ means “the paid-up share capital at the 
beginning of the previous y<*ar for the as-AS^ment for the year 
ending on the 31st dav of March. 1947 (‘'•ther than capital entitled 
to a dividend at afixt‘d rate) plus any rC'^erve- other than deprecia- 
tion reserves f«.)r bad or d<»iibtful debts at the "aine dale diminished 
by the amount on di‘p<»>it on the ^ame date with the Central (iovern- 
inent unrler Section 10 of the Indian Finance Act, 1942“. Not 
4‘\actly or >parklingl\' liK'id, and ]ht1kip- inviting no ei^l legal 
wrangling with regard to its precis** iiiin pretation. be* Sf^rne attempt 
at cumpieheUNive definition wa^ calK-1 ;\»r. and thi vas the best 
the Act could provide. Theie was no perceptible l .ange in the 
next Finance .Vet regarding the taxation of companies. 

POST-INDEPENDENCE KATE AND KEBATE SrKia TI KES 

It was only after India achieved freedom that considerable 
changes ttK>k place in the company tax structure. In the first 
Finaifbe Act after independence (i04^<-4g), the rate of corpora- 
tion tax was 3 ayna in the ?upee, with a rebate of one anna for 
making the prescrioed arrangements. As far as the corporation 
tax was concerned, the distinction •l>et ween Indian *1 non- 
Indian companies was not now operai . e, for the tax was levied 
at tjte uniform rate of 4 annas in the ruj>ee. The following, 
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however, is a summary of the permissible rebates under the Act : 

1 A public company, with a total income not exceeding 
Rs 25,000 per year, which has made the prescribed arrange- 
ments for declaration and payment in India of dividends, 4 will 
get arebate of 3 annas in the rupee , 

2 A pubhc company like the above, but with an income exceeding 
Rs 25,000 per \ ear, will receive a rebat^f 2 annas in the rupee; 

3. This is to apply to private companies^ also, if they make the 
piescnbed arrangements , 

4 Fi ally, any public companv uhOse shares are sold in the 
stock exchange but has not made the presciibcd airange- 
ments will get a rebate of onl\ one anna 

As we ha\e seen earlier, the last mentioned cLiss of companies 
refers or<v to foreign hmi'j as Indian companies are efltcti\el\ 
prevented from not making the presciibed arrangements for the 
distnbution of di\ idends 

In the 1950 Finance \ct, the rebate structine was the same, 
but the basic rate was raised from 4 annas to 4J annas in tlu lupce 
Another quarter anna was added in the next \ear anel the rate 
and rebate stuicture continued without fuithei clianges till 1953, 
when fresh changes were brought about 

The change introduced in 1953 redated to the treatment to be 
meted- oqt to the dnidend ineome* fiom a subsidiai\ eompan\ 
In the prcMous \cars onh a rebate* of one anna was gnen to public 
companies which had not made the prescribe fl arrangements but 
whose shares were sold in the stock c xehange But in i()5 \ a rebate* 
at the rate of one anna and a half in tne rupee was gi\cn on the 
dividends recei\ed from a siibsidiai> Indian comparn, and a 
rebate of half an anna on anv other income This was to encourage 
foreign companies to in\ t st in — or foim subsidiary Indian ( ompa- 
mes In the 1954 and 1955 hinance Acts, again, no diange was made 
in the rate structure I he I inance \ct of 10^56 enhanced the* basic 
supertax rate to 6| annas in the rupee ith the follcjw ing rebates 

I A put ' V company 4Vith a total income not c xceeding 
Rs 25,000 per year, which had made the prescribed 
arrangements, will get a rebate of 5 annas in the rupee ,, 
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2. Companies with incomes exceeding Rs. 25 >000 per year, which 
have made the prescribed arrangements, will be entitled to a 
rebate of 4 annas in the rupee ; 

3 A rebate of annas in the rupee will be given on income 
from subsidiary Indian compani(*s to foreign companies who 
have not made the prescribed arrangements, while tlie rebate 
will be only one anna in the ruj>ee ff>r other inccmie to these 
•companic's. 

From the 1949-50 Finant e Act onwards, it has been specifically 
stated that supertax will toiu h the 50 per cent level of the 
taxable income The M!pert«i\ should not exceed, according to the 
Finance Acts, the combined total (1) the ‘supertax payable 
on Rs. 25,000, and (11) 5^* P^*r ^^*nt of th<* total income minus, 
Ks. 25,000. 


EX( ESS otvIDENDS AND HONl'S SHARES 

A tax on <*xcess dividcMids and a tax on bonii'^ diare'^ also find a 
place in the Finance Act of 105b If any (ompany declarer divi- 
dends higher than b per cent <»f its j>ai<l-up c.ipital -the dnichmds 
not being pa>»ibl<* at a fixed rate* -tlun th^ rebates allowed to 
that company on the ^upeitax will Iv* rediu ed in the following wav : 


1 On^ th.it pait of the dividends 
extc’eding (j per lent but below 10 
per cent of the paid-up capital • 

2. On that jiait of the dividends 
exceeding 10 per cent t>f the paid- 
up capital : 

3. On the amount representing the 
face value c»f any bonus shares or 
the amount of any bonus issued to 
its shareholders during^ the pre- 
vious year with ti view’ to increas- 
ing the paid-up capital : 


Rate 

2 annas m the rupee 


;> annas m the rupee 


2 j^nnas in the rupee, 
i e. J or 12 5 per cent 
of the face value of the 
shares. 


Under the Finance Act of 1957, the basic rate has been increased 
to Sf^nnas in the niptv, but the assessees are entitled to the rebates 
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that were available in 1956-57 ; there is, howevei, a change in the 
tax on excess dividends : 


Rate 

1. On net dividends that exceed 6 per cent but 
less than 10 per cent of the paid-up capital; 

2. On net dividends that exceed 10 per cent but 20%; 
less than 18 per cent of the paid-up capital : 

3. On net di\’idends that exceed 18 per cent of 30%. 
the paid-up capital ; 

The tax rates for Section 23 A companies, on the oth(‘r hand, have 
been fixed only in two slabs, 10 per cent on the slab of dividends 
over 6 per cent of the paid-up capital, and 20 jxt cent on the slab 
of dividends over 10 per cent of the paid-up capital. 'J his change in 
favoured Section 23A coinp;uiies is brought in because of the statii- 
toiy- condition which requires these companies to distribute a large 
chunk of their profits to the shareholders to avoid a j>enal supcTtax 

The tax on bonus shares also has been incre.ised fiom 12 5 per 
cent to 30 per cent on the face \alue of the shares. 

SECTION 23A COMPANIES 

We h^ive seen all along that the amount of ta.x pari by the 
companies depends to small extent upon the di\idend declara- 
tions. Thr basic idea behind these tax measures is evidtiitly the 
desire to encourage the ploughing batk of piofits in the business 
for its further expansion But in the matter of the s[)e( m 1 ta.XMtion 
measures pertaining to the companic‘s falling witliin tht‘ M'opi* of 
Section 23A, we find quite the opposite motive operating, in other 
words, a desire to discourage, not encourage, the excc'ssive plough- 
ing back of profits. What is the reason for this apparently «iinbiva- 
lent attitude ? On the one hand, the conviction regarding the 
necessity for the ploughing back of profits has gained wide ap- 
proval, and hence undistributed profits rer ei\'e a measure of favour- 
able treatment ; on the other hand,* there is al«^> the necessity to 
check evasion of personal supertax through the formation of 
closely conti^dled limited ccfmpanies, and hence there w'ould appear 

Taxation of excess dividends has been aboli.shed by the 1939-60 
Budget. 
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to be a need for penal provisions to prevent such evasion. Dividend 
declaration becomes, in effect, a kind of Bed of Procrustes ; com- 
pfinies should beware of declaring Uhj high or too low a dividend, 
for in either case they are likely to be visited with penalties. 

According to Section 23A of tlu* Indian Income-tax Act (after 
1939 but before 1955). if certain companies did not declare as 
dividends Oo pcT cent of tlieir profits,^® then the income-tax autho- 
rities*c()uld pa'^s an o%d(‘r declaring that tlie entire distributable 
profits had been declared. Actorrlingly, the shareholders will be 
a.s.sessed on the dividend income fn)m tlicsc* companies, whether 
they actuallv received an;? money or not Thu^ the shareholders 
of such closely held corporation*^, iii'^tead of avoiding supertax, 
suffered actuallv extra burdens if the companv faiU'd to distribute 
at least bo per cent of its profits. Further, if the past accumulations 
of the companv tMjual 100 per c<‘iit of its paid-uf) ( apital plus its 
loan capital or the actual cost ()f its fixed assets, whichever is 
greater, the entire di.stributable profits should be distributed. 
Thus a virtual limit is ])laced on the atcumulation of resirves by 
these c()mpani(‘s. One way of putting this \\ould be to sav that 
tin* shareholders are penalised for the ‘sin'^’ of the company. Almost 
always tin* main motive behind the formation *)f piivate companies 
Is to evade j>ersonal suj>eitax. and Indian private c *mpanies aie 
no exception to this rule Accouhng to a sample survey cpnducted 
by the Taxation Empiiiv C()mmisv.ion (1053-41. b() per ».ent of 
these S(*^*tion jjA companies were <outTolled l)\' oije to four 
persons, and 31.4 pei cent of the eonij)anies weie controlled by 
one person (»nly. And is haidh a S^ uiou 23* company ir. 

which the majority of the shau*s is lonti oiled bv ii.ore than si\ 
pel son's.’*®" All this inean^ e\e<*'-sive « onceiUialior ol wealth and 
economic power in a few* hands uinlei conditions that make for 

Here ‘profit’ me.ins th<‘ ti)tal asst’ssihle iiicomef» the following - 
(i) the amount of iiu'orne uix and siipeiiax pi\able b\ the companv 
in respect of its total iiuomc but exihiiling iln* anion^o of supeiUix 
(if any) under this Stvtuni . ,2) the amouiu el auv 01 her tax under 
an\ law for the tmy? \x mg in lorfc on the coq>oiaiion b\ iho < iovenimenl 
or by the local .inthontv lu excess of the amount it .iunm which h.is been 
al]o\vetl in e.4>inputing the total ine«>me ; ^aiid ui la.so of banking 
company, the amount actually traiisfei I a rosoix'o fuiul under 
Section 17 of the Jkuiking Companie.s .\ct ot 1040. 

*® iieport. Vol. II. p. 177. 
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further such concentration through avoidance of piersonal supertax 
liability : hence the attempts of the tax-gatherers to arm them- 
selves with sufficient powers, not only to collect the legitimate 
taxes that are due, but also to exert a check on more and mere 
concentration of wealth and economic power in fewer and ft^wer 
hands. This apart, there was also experienced very real difficulty 
in assessing the shareholders on their dividend income. ‘‘Very 
^ften/* writes Girish Chandra Sharma, ‘Assessments of many 
shareholders were completed long before (he assessment of the 
company, and if Section 23A was applied to its assessment later, 
it meant reopening of the assessments of the shareholders."®* 
There was in consequence much unnecessary' work and unpardon- 
able delay in the assessment and collection of supertax, and this 
too cried for reform. 

REFORMS a^NDER THE FINAKfE ACT OF IQSS 

With a \'iew to avoiding the delay and the confusion in assessing 
the (deemed) dividend income in the hands of the shareholders, 
certain new reforms were introduced in the Finance Act of IQSS, 
and this was slightly amended in 1956. Under the 1955 Act, it is 
the company which has to bear the tax if it fails to distribute a 
sufficient portion of the profits as dividends. Section 23A has 
prescribe(J different minimum percentages for distribution of 
dmdends to different classes of companies. If the minimum pres- 
cribed is npt distributed, the penal supertax rates will be applied. 
We <an now classify the minimum percentages that are applied to 
various classes of companies and the p(*nal sujwtax rates applic- 
able to them if they fail to distribute the prescribed ininim.i : 

Minimum Penal 

Class of Cornpanv to he Supertax 

Distributed 

I. Ordinary non-public company of b annas fn the 

i.e. a company in which the rlistributabh** rup<M‘ ; 
public is not interested : profits ; 

Only a small number of ca-ses luive needed the application of these 
penal provisions. Report of the Direct Taxes Enquiry Committee, p. .17. 

•• Taxation of Companies, p. 80 
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2 An investment company in 
which the public is not inter- 
ested • 

3 Any non-public company in 
which the public is not inter- 
ested, whose accumulated 
profits and reserves are more 
than either (i) tl^* cost of fixed 
assets, or (ii) paid-up capital 
plus loan capital whiche\er 
IS greater 

4 A non-public industn il In- 
dian companv (i t one < n- 
gaged in the manufacture or 
processing of good'^ or in 
mining or in the gcntiation 
or distribution of (kctridtx 
or anv other form of po\\< r; 

5 In the case of an Indian com- 
pan\ a part of \\h<)'^c bu^inc^s 
onh consists in activities re 
fernd to in the previous 
clause 

(aj in I elation to the iid 
part of the eompanv 
business 


'b) foi the remaining pait 


100% of dis- 
tributable 
profits 
do 


j of dib- 
tnbutablc 
pnifits in 
1055 b and 
195b 7 50^0 

in 1957 S 45 
‘ b( ing the 
< urn nt rate 


(higmilK bo 
^ 1 but now 
rt diiecd to 45 
^ ^ pi ov ided 
the companv 
Is not a mciL 
invcNtnu nt 
eompin^ 
(Iiigimllv 100 
now n - 
diiecd to 1)0^ 
of di-Htiibut 
«bk pH^ht" 
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8 annas in the 
rupee , 

do 


4 annas in 
1955-b , and 
6 annas in the 
rupee after- 
VN aafis 


b aniia'^ in the 

I lipoc 


Th§ reduccnl limits to industrial eoinpanit s are h\ed alter eonsi- 
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dering the need for them to retain sufficient funds for purposes of 
expansion. However, under the present system, the tax burden 
would be (ultimately) higher on the ordinary not-very-rich share^ 
holders, whil<* the burden is correspondingly lighter on those who 
are in the highest supertax brackets, because the tax paid by^the 
company will after all be less than what they would have to pay. 

One particular problem in the taxation of Section 23 A companies 
has evoked considerable comment. On the pane hand, those com- 
panies are penalised by a supertax if they fail to distribute a 
prescribed percentage of the distributable profits, and, on the 
other hand such a company is also penalised if it distributes di\ i- 
dends equal to 6 per cent or more of the paid-up capital. It is 
quite possible, under the circumstances, that in particular ins- 
tances, the private companies may attract penal rates of taxation 
simultaneously both on account of the distribution and the non- 
distributioin of their profits,** Of couise, authorities like Girish 
Chandra Sharma point out that such a kind of overlapping will 
occur only in stray exceptional cases. But he also irnmediateh- 
warns that, “in any event, it may be sometimes m‘cessary for the 
Board of Directors to calculate at w’hat point they should stop 
distribution so that the supertax liability of the company undtT 
Section 23A and the Finance Acts is kept at the minimum'’. 

This Section is not applicable to foreign companies operating 
in India through branches and subsidiaries ow’nt‘d fullv hv the^.e 
foreign companies. Again, all subsidiaries of fouign eompanies 
which are not closely controlled are free from the application ol 
the penal provisions of Section 23A, which are inainlv intend 'd 
for Indian companies alone. 

DEFINITION OF ‘DIVIDEND’ 

It is necessary to point out that more items are included undei 
‘dividend’ for the Settion 23A companies than for the* oidin.iiy 
companies. Like ‘income’, ‘dividend’ aKo L', Irft und<*lin<'d in tin* 
Income-tax Act. Di\Tdend is cmlinarily a distribution, in the form 
of money or shares, by a jcjint-^tock c(^np>anv of tl^c‘ jirolits earned 
by it to its shareholders. Before 1939 also thcTe was no (h‘finition 
of the term ‘divi^iend’ ; it wa^tinterpretecl according to the ordinary 

SeeN. Kaldor, Indian Tax Reform, p. 80. 

** Taxation of Companion, p. ix^. 
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meaning attached to it in the light of the various judicial pro- 
nouncements It was felt, ho\^cver, cspecKillv l>v the Incomc-lax 
Enquiry Committee.*® that such piactue led to a frantic search 
for loopholes and consequent evasion of taxatKjn In accordance 
witl the suggestion of the In(orn«-tax I nquii\ romrnittee, tlu re 
was now included, though not 1 dehnitum, at ha^t a description 
of ‘dividend’ Section 2 ( 0 \), wli'ch deals with duidcnd gi\cs a 
list ol what constitutt|i dnidcnd income and whit docs not Ihc 
Indian Income-tax s\ sic in thus catccoriscs h\e instance > of what 
‘dividend* is and time inst mcc s of what divide nd not 

‘Dividend includes 

(a) anv distiibulion 1 )^ a compinv i>f accuriulatfd j>iohts 
whether capitalise cl or ne/t, il sue h di^tiilnitiem cntiiNthe 
re le as( h\ the comp m\ t > its sh in liolde r*- ( f all 01 iin pait 
of the assets of tin e<»m]>ip\ 

(b) an' distribution ])V a compand of debentim^ (d«bentnic- 
stoek or depo'^il (eitifieatis in anv foim wlttiMi \ itli 01 
without inte le ^t) to the e xte nt l< nine lithe (impu ]M>'Hse>vt^ 
ace uniul ite (1 piofit'- win the re ipit ih^c 1 01 net 

(c) anv diNtubiitKui nude to th* duieluleleu of a companv 
on it^ lK|uielation t > the u'tent to whieh tht h^tribuMon is 
«ittributa]dc to the ae e uiiiul ilt d pic>hts ♦ f Lonij)anv 
imniedi ittlv be ton il^ he|Uid iin n whe the r ca] 11 ili-^e.d or not 

(d) anv distribution bv a ce inp mv n the leiiueuenei it'- capita 

to the extent to which tin umpanv po-s <^st'' ice uni dated 
profits whidi iro^'C* iftei the 1 nd » i tin prcvioi eMr ending 

next befou the i^t dav of \piil 10^^ whether ch accum- 
ulated j're dlls hiv t. bcci c ipit ili'-cd cu 1 »t and 

(c') anv j) IV me lit bv i e omp iin not he iiu ice»inpinv in whicli 
the public n Mibst intialiv inleic'-tccl (will in tlu nn 111111^: 
of’^ccticuiJ \i ol anv Mini (w he the 1 ule p e ntiiv 1 p u t ot 
the .issiis of the companv 01 otluiwiM^ 1 v w iv e 1 icl\ me e 01 
• loan to a slian lioldc r t > tlu e xte nt to w hi» h the c < mp mv m 
eitlui casc^posM sscs a^c ui ml itc vi pie^lUs 

but ‘divulend docs not iiichuU 

(a) a distiibution niaele 111 accc>nkunt' with sub-eliin (c) or 

*• Rtpoti (10 vO) pp t)0 8 

*\Incoine ft% ManttJ Tait 1 nth 1 -el it ion (leu-) pp 1 s 
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sub-clause (d) in respect of any share issued for full cash consi- 
deration where the holder of the share is not entitled in the 
event of liquidation to participate in the surplus of assets; * 

(b) any advance or loan made to a shareholder by a company 
in the ordinary’ course of its business where the lending; of 
money is a substantial part of the businessof the company; and, 

(c) any dividend paid by a company which is set off by the 
company against the whole or any ^art of any sun> pre- 
viously paid by it and treated as a dividend within the mean- 
ing of clause (e) to the extent to which it is so set off. 

The whole agonisingly complicated and laboriously compre- 
hensive construction of the above Section of the Act reflects the 
understandable anxiety of the Government as ta.x-gatherer to see 
that the ^harcholdcr does not evade his tax liability. The net is 
spread af^wnde as possible, the ways of escape are carefully closed, 
the pulling strings arc sharp and strong. The sole criterion is 
W'hether or not the shareholder has received a benefit, of one or 
another kind, as a return for his investment ; if he has received such 
a benefit, it is ‘dividend’ for all practical purposes, and he should 
pay the prescribed tax to the (iovernment. Of course, no cate- 
uopnsuojy can ever be absolutely fool-pr(X)f or unexceptioiuibly 
comprehensive. Hence, from time to time, clauses have to be added 
or modified as and when fredi loopholes are disco\ erod. For example, 
in sub-section (b) of Section 2(bA). the term Mepo^it-certiheates’ was 
added by the 1955 Finance Act, a * a result of a jiidgm«‘nt by the 
Madras High Court in tht* C.I T. of Madras vs M V. Vts’-uunutha 
Rao case.*’ The High Court held that a dcposit-certifirat*' i*- only a 
post-dated cheque, and it is neither a debenluie nor does it entail 
a release of assets ; it w'as consequently held not taxable 

Part (e) of the Section is peculiarly important, as this pait dis- 
criminates only agafhst tlie Section 23A companies** Accoiding 
to (e), any pavmont made by a ccunpany (in which the public is 
not substantially interested), carrving *)n any business other ‘than 
money-lending, to its shareholders byVay of a hjfin or advance is 
considered as a dividend. But tliK is op(‘rative onlv if the company 

•’Cited by V. >. Sundarain,* 7 V»^ Imw f*f himme tax iti India, p. loO. 

•• Suggested by the Report of the luxation Lnquirv OmMission {1953- 
4), Vol. II, p. 164. 
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possesses accumwlated profits. This clause is mainly intended to 
check the evasion of taxation on dividends received in the name 
loans or advances, but in point of fact not intended to be repaid 

arA bonus shares ‘dividends' ? 

Another very ticklish problem in the ^‘tud} of duidends is the 
ambiguous position of bonus shares An tlie> to be included 
under dividends or n<t ^ The Indian income-tax s\^tcm definitely 
keeps out bonus sharrstfiom the purview of divide mU, for obviously 
bonus shares cannot be taxed on the same footing as regular div- 
idends As the Select Conftnitte^ said in its Report on the Income- 
tax Amendment Hill of 1038 ‘ We have recast and expanded the 

definition of ‘dividend’, pnmanlv in ordtr to ensure that no distri- 
bution falling iindt r this h« ad shall be taxed unless there is a 
release of assets I ndt r the amended definition a debenture will 
be, vvhe’i issued, tu.itcd as a dividend but an ordin^rv bonus 
share wiT he Ihiblt' to taxatu^n until it is ac tuallv paid off" 
W'e have alreadv^ see n the in«iin problem n 1 iting to bonus sh ire*s in 
the hist chapter In India the Finanee \et of 1(^50 intioduced a 
tax on the face' value of the bonus issued Jhi^ v\as done 

lather in spite <if the' laxation I ncjiniv C ornim^sH)n ^ \uw that 
the\ had ( onie to the' ( onehiM<»n th it bonus sh in s au not ineome 
in anv sense of the word .is undtistenKl in inc»)me tax fhisVNas 
no casual ccinelusitui but hael luin aiiiv<<i at \fte i c«inside,rable 
disciissitm and wMcdung of e \p« rt iudi‘ lal opinion botji from the 
United States and (ire at Hiiiain for cxtinple the d* isions in the 
famous I i^nir vs Muiomber and lulaui Rt enue v Wott cases 
whc'iein it hid been held th it bonus sliarts wire m. taxable®® 
\pait fiom these* two e.iscs th» le in othel c asi x ♦do like' loufte 
Vs, hisncr, in whieh il v\as elte* It il as fidlows \ stoek dividtnd 
rcallv take's nothing fiom tlie' pie^peitv of tiu eoipoiation and adds 
nothing to the' inttie*sts of the shanholdeis* Its piopertv is not 
diminished anel then interests iie n«»t luiie ise*el Hit projxir- 
tionrll intcu'st e»f e'aeh shaie holder reiniins the same Ihe' emlv 
change is in the', e'viele ne e winch repie*sents tint intou'st, the new 
sharers and the original shaie's togetlu'r u'presenting the same pro- 
portional intere'st that the original '»lior*s reprcscnte'd be ^ re the 

•• Rc/K>r/ (ic)5 ^-4). Vi>l II, p 102 

*llbid , V< 1 II, pp 102 ^ 
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issue of the new ones.*'*^ Here the essential and controlling factor 
is that the shareholder gets nothing out of the corporation's assets, 
lor his exclusive and private use. Of course, there are disscnten> 
to this view also ; for example, in the Inland Revenue vs. Bloti 
case, although the majority of the judges concluded tliat ‘Vhe 
shares credited to the respt)ndent in respect of the bonus, being 
distnbuted by the company as capital, were not income in the 
hands of the assessee", two judges expressed a contrarv mow. 
Lord Sumner, one of the dissenting judges'? said in his note that 
“It takes two to make a paid-up share. A shaie issued . . is a 
share to L* paid for ; paid toi bv the ahottee in meal or in malt ; 
in money, unless by contract between himself and the coinpaii}* 
he is enabled to sat^fy his obligation to j^a\ bv M>m(‘ other con- 
sideration moving from himself to the cornparu I’ndei the con- 
tract in qiiesthm, what ctinsuieiathm so ino\es fiom the sh.iiehol- 
ders ? No*ie that I can see, except tlie discharge of tlu‘ companv’s 
debt for a dividend, which has ln*<ome due to him bv being dec- 
lared When debt from dnidend set oft against debt foi lalls 
and the account is scjuared. the ecpin alent of pavment of a di\ - 
idend takes place/ 

kaldor’s views 

On the other hand, Kald<»r subsLiilx*s to tin* nion c(»!nmoiilv' 

held view that theie is no case in ecpiity for taxing bonu'^ •-liaie^ • 

“A tax on bonus is>iu has been uiged fiom lime to time on the 
• • • ^ 
ground that a bonus is^jiie is the nu thod bv wlmh sh ir< hol<h‘i'^ 

obtain piohts on their holdings without pavin : tax (*n it On 
closer examination, however, this claim is diown to lx untouiulcd '* 
Yet the ghost of a lurking sU'^pu ion remains t<j indiue the un- 
comfortable feeling that the shareiiolders do gain sonudhing ‘^oim*- 
how', and so Kaldor imm<‘diat(*l\ achb “It 1-* tiiu tlic ^.hanliohh is 
may, and to s<jme (>flent noiniallv do. nijo\' an .ippii‘( lation in 
the value of their holdings resulting frcmi boniu I'-^ucn'’ *** Jhit, 
then, it is impossible to isolate this c <»ns(xjuenti«d ap|)HH ia^ion 
in practice from other factors aflectiiTg the rnail^'t \alu.ition of 
shares so as to fix rates (^f taxation on th** benefit dein imI It woultl 

•‘Cited from an extract in Host well M.igill, ! tixahle htomr, p j2 
Cited from V. S. Sunrlaram / he fjiw of huotnr tax in India, p. in. 

•■ Indian Tax Reform,, p <>1 
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therefore be be^fer on the whole to give tlic benefit of the doubt 
and treat bonus shares as other than dividends in disguise. 

• 

VIEWS OF THE ROYAL COMMISSION (1955) 

%lu* same position i> also taken by the Rfjvai Commission on 
the Taxation of Prolits and Income (loSS) 'J liey too feel that 
bonus shares do not repn^sent taxald** income.®* But while expres- 
sing.this view, the Co|imiNsion alv> point out that "while tlie opera- 
tion of capitalising priihts and i^^umg 'bonii's' ‘•hares in resjject of 
them presents in a dramatu foim wliat i's in\ol\ffl in the process, 
of coipoial(‘ saving, wt* Mo not take the \ie\\ that the i-s-uing of 
‘bonus’ slhue^, whuh leaser, the ^har(‘holder' • jio'situm sub'^tan- 
tiiillv unalteiefl, is an iinpoitant a-j)e(t of the matter Wliat 

matl(‘is foi tlie present purpo-e 1 - the impio\emtnt of tli(‘ ^haie- 
holdeC'^ position lliiough cfiiporate saMug, withoMt hi*- share of the 
sa\ing pas'-ing tliiough his haivK a^ taxalile iiK orut-^.a j Bonu-^ 
shale-) u" *onbtedlv ine.m an ahPrt^uilion or imt>f icnurJ in the 
value of the shaielif)kh‘rs po-iiion, but this is ni) rn* .l*^u^able 
cpiantity and lame e not {•uiptih t«i\aMe 

lAX ()\ ROM SH \K 1 s 

I'loin the fiut'going (iisiU'sion it nri^l be < 1» cT that doubt ot 
on(‘ oi «inot!iei kiiwl lia^ a^-aih .1 e\ » n tin authfiiilif ^ w ho haw felt 
oil the balance tliat bonus >>1^111 -• are }nt inc onu ‘ and*luiKe not 
ta\ai)le.®* '1 he Indian 'laxation rmjuiiv Conuni-sion had aho 
its ()\\ n^doubts on tlii^ matt* r* and ht no < aine to th< ‘^larded and 
hesitant ifuiclusurii that "tht* pii\ilege lo is-^uing bon shaics free 
of inc(une-ta\ in the hands nf the shari h« »ld»‘is doe- onfer some 
/-oia/ (Mud opp ^Ve im I it un])*'-s’ble in this any 

benelit ai c ining tti tlie sliaieholda* in the n it uie ol in< t>nu' p 
Il)ld p ^2 

•• Ihisinoss interests h i\«* thioiich»)iii f^pp')sej .1 l,i\ on lx>nus shaies 
for exam]>le see I hr Rt^Ir of Joint SImK < *nf^ai i s in Inlui > I iOmmu 
Piotjrrs*,, issued bv the Fonim oi Fiei' laiteipiiM' p St '•’si ‘Taxation 
of 14oniis Shares’ m Lionnmc ! trnii'> April Septemboi loss, issucil by 
the Association ol linluin Tr*^le and huhisirv pp 71 11 l>oo also above, 
pp 67-68. Bonn! shares were not aciuallv a regular st>urce of finance in 
the Indian ('orporate Set tor and it is oiilv after the Second Y'lr tliat 
lionu.s issues have bet'ome importinl ' S Snvastava, ‘‘i:,\tent of 
Auto-Fiiiamung in Major Imlian Industries' , Jn/iun Journal of Economics, 
t^ctober n/>o p. 186. 
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advantage both on the shareholder and the company, and there 
may he a case for a small duty payable by the company on the issue 
of bonus shares" The qualifications are masteily 'may be* .c. 
'a small duty* , and the Government seized them readily and found 
in them a justification for a tax on bonus shares Moving the (sill 
in Parliament, the Finance Minister said "There has been a 
certain amount of criticism against making bonus shares a subject 
matter of tax on the ground that this is contral \ to the recommenda- 
tion of the Taxation Enquiiy Commission/ This enticism is ap- 
paientlv due to the misunderstanding of the scope of the pioposal 
It IS not j oposed to tax the shareholdch: himself on tlu' \.ilue of 
the bonus shares as if it were a diMd<*nd in his liinds What is 
proposed is that the issue of bonus shares should be tiiken into 
consideration while calculiting the corporation tax pavable on its 
total income The burden thus f ills on the coinpan\ ind not 
dircctlv op the shartholdei ’ This was all right as f u as it wt nt, 
and was perhaps in consonance witli the spuit of the 1 ixatiou 
Enquir\ Commission’s rtcommcmdation for a ‘smill dutN so long 
as the rate was 12 5 per cent as it was at first \\ h it is iiu qiutable 
is not the imposition of such a tax (or dutv^ per w but latlur the 
arbitrarv inert ise \n the rate in the \crv second \e\r aftc i its 
introduction, for as a matter of fact Ciovernmcnt me lease cl the 
rate suddenh from 12 5 per cent to 30 ptr cent ob\iousl\ because 
it was thought necessar\ to pre\ent b\ an\ means whatsot \t r the 
avoidance of the excess dnidends tax 'Ma\ be' has .iccjuired the 
foree of an imperative, and ‘a small *(lut\ ' h is be c ome jo per c c nt 
It IS needless to point out th it this but another fl igi ant in^tanc in 
our fiscal policy of 'giving an inch and taking an til , of the mere ly 
financial motive getting the better of the 1 irger equity motive 

BONUS SHARES AND 23A COMPANIES 

It would have beeit much wiser, however, if the bonus shares 

”Mv italics Report Vol II p 164 *• \pnl n>56 

*• It IS fair to add that more than the financiiil motive the motivV* in 
introducing this tax appears to be to prevent the use of bonus issues 
to disperse the percentige whirh dividend pivunents iiear to pud up 
capital and thus pvoid the newlv introduced excess dividends Lix Gn 
the contrary, as I S Gulati sa>s this tax his intrcxlmcd an inequity 
by taxing one type of capital gains (in the shape of lx)nus issues) and 
leaving the rest untouched Economic Weekly, ^ UcQQxnher « 
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issued by the Section 23 A companies were simply treated as div- 
idends for the following reasons 

*1. Under the Income-tax Act dcrumiilatcd profits for si\ years 
preceding the liquidation of the (omp.inv are subject to supertax 
in ^e hands of the shaieholdcis If till prcM^jus accumulated 
prohts were converted into bonus shares an ’ tljc ac tual liquidation 
purposely delayed, the big shan noldt i-, woild hi a])l( to escape 
the supeitax I 

2 If a 'private' coi||f)iation is allowed to is'^iu bonu^ shan s, it 
gains in tv\() wav's (a) the amount available for disliibution i>> 
reduced, and (b) the paid-up (ainiai aKo men is(d I bus bv a 
continuous process of issiu of bonii'x shaic^ a ^oinjianv < in in- 
definitclv evade the apjdu ation nf '^<1. lion 2 i \ vvho^ verv jmipo'^e 
IS to chei k tax tv asion bv tie bi ' di m hohli 1^ thioiieb tlu mctlifid 
of keeping luonc \ in th* foim of n ^ i\( ^ in tin jnivatt companies 

3 In ^hc case of jiiivalt ( onipanu ^ (Avind bv forygrai'^, a 

further id in ^ aim d lU mtTing bonus sh i mstcid of 

dividends, the shan Imldc i Mts i inaiktlibU ciinniohiv vchich 
could b(‘ sold and tin pnHn<l » lu to the 1 onu countrv vsiihout 
incuriing anv tax If h»‘\Mv«i th* n Mit 1- i* mittc d in tin foim 
of cliv idends he will hav I t«» juv 

( fi i f /;• fHU 

In our discussion of the varnni'- taxe^ all< v ling the income and 
pre^fits oT the coiporatmn^ wc^liivc Incn liking for Viiited the 
meaning of conM'pts like iiuoiiu and iixibU inconi^ nsitad of 
getting lo^'t in the labviinllunc n* * c»f k^allv pcrfei I a* hnitnins 
Income for inconu tax puipnst^ btit thi net imn i ol e*.'»rioinK 
power which is n.ili-'cd and 'xhuh capabU of nnasuumtnt 
between two [Hunts of liim I his ^xt hides additional investments 
and withdrawals of ia[>ilal lln Munpulatioft of cros^ iiuomc i^ 
of course, 1 onipaiativ t K la^^v it is tin iompiititK»n of a^'scs-^ablo 
income that [>om's pioblciiis to b«»th the asM^soi and a*"'es>.ee'“ 
in the inattei of^companv taxation 

WHAT IS NFT iMOVir ’ 

When we deduct from the gross income die costs incurred 01 
involv^ed in earning this gioss income we should aiiive at the 
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net income ; this is but common-sense But, for^ income-tax pur- 
poses, it IS not enough that we know the net income of a company 
over a long penod , it is the net income between two near poinf^s 
of time that has to be known, and tins brings in most of the diffi- 
culties to be faced in the computation of income As C J /viaa 
says, “If income weie calculated for the entire life-span of an 
enterprise, there would be few difficulties to lace’* Ihc begin- 
ning and the end are there foi all to see— the story is endedr-and 
it is easy to strike the balance-sheet of success or failure “The 
assets on the opening balance sheet ccnild be e\aluated, totalled, 
and comp ired with the mone\ on hand lifter realising on all of the 
assets and after liquidating the lnbihtie'> these figures could then 
be adju>.ted for the rdatue pun haMng ]>ower of the capital origin- 
all\ invested as coinpan^cl with tint which nmaimd aftcu liquida- 
tion The difference would b imomo 

UnfortiinuteK. the twgatlurti will not patuntlv wait -he 
cannot obvioiish altord to \itlur— till tlu (orixuation hl^ gone 
into liquidation Nonnalh in mounting foi income and dc‘iluc- 
tions, the tax s\ sterns have dw i\> used a twchc month (akndar 
or fiscal vtar, and the Indiin ta\'s\stim is no ixitption to this 
practice \ twelve.month strct<h d(H•^not at oiii bulding siptrite 
itself from the pa^t and the futun ind pt unit lutononious rutm\ 
Yet from such a narrow ion* tntiation of attmtion .i toiitlusion 
is sought to be forced even though tin i oru hision is till m tin 
process — will for n:\anv moic vt us ptihips be iii tin pifxtss of 
concluding The whoh confusion .fhsi ^ bee uist tht inlrodmtion 
of such amcchamed < nk ul ition at n gul u intcivals in ikt s it 
necessarv for the accountant to removt j>aits of in< oinc .ind to 
match them with those paitsof cxpenditun wlmh an suppostdiv 
related to the inflow of income 

According to the Indian Imomc-tax \(t tlu lot il ass(s>.d>le 
income is calciilatefPbv deducting certain expense^ from tlu as- 
sessee's receipts during the twt Ive-inonlh period Fhest p» rmissible 
deductions are set forth in dc^tail m Section lo of the Income-tax 
Act Before 1918, there were no piovT^ions in the^ Income tax Act 
as to the method of computing business income as this w as gov (*rned 
mainly by rul and executive instructions The prov isions intro- 
duced in 1918 underwent considerable revision m and these 
The Taxation of Corporate Income p 22 «» Ibid , p 22 
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revised provisions, with but minor modifications, are still in force. 


HEADS OF INCOME 

The Act specifies various heads of income, and actually separate 
precisions exist for deductions and allowances for computing income 
under these several heads Income tan aris( from 

(aV interest on securities, 

(b) income from pi(lj)<*itv. 

(c) income from soiii ( t s othei than (a), (b), (d) and (e). 

(d) profits from business, and 

(e) capital gams 

In the above list, ])rohts from busine-^N orcupv the central place 
in the taxation of tor[)oration'^ A‘' far a^ fa) above is concerned, 
vvhile (Oinj)utmg taxabh incomt*, anv rr a'^onable sum •spK^nt for 
realising ♦ , T«*>t on t < uritn- < oiifd lx flrdiK tod 

In(orn(' from pioptTtv indudt'. ro<(ij>ts })\ the owner from the 
Users of am iniildings oi 1 imK appnitf nant to a bnikling Taxable 
income und»'T thn liead is < .il< ul iit <1 iftir d'xlucting from the 
bona fidt* annual rcmtal th<* Inllowm.: 

1 one-MXtli of lh« anmi il n ntal J •! rtj)iirs 

2 tin .innual }in miuiii fi»i in^uKiin* acMiU'-t damage, 

j inten t on mort j i‘ < - 

\ ground r< nt , 

S intei« "l on boi n»w( d » apital in\ t d . .ind 

t) t olln tioii ( haigt " to o p^ I triu of iht annual rental 

Then- IS aNo an allowaiin foi th« piiiod «lirin«' which the house 
OI piopeitv n*m.iiriS\a« lut 

lin «»me troin othi i wimhinduh nuome Irom diMdend*!. 

Is ((»mpuled alt' t making ilh»waiK»^ tiu am .imoim. ]»ent on 
earniTig the inccnin as npjx»s#\i to ( apital exjx nihtnie 

While the Indian Inv >me-t!t\ Ail <loes not d.otme profits , it says 
howtwei that r<‘itain dediii turns are peimisMble m the compiit 'turn 
of int onie llu* taiit assumption maiK* i the Act is that piofits 
will somehewv lx* calculated (leneralh . tlu gro'-s piofit depends 
upoy the method of accounting regaidmg receipts, exclusion of 
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raceipts on fix«d cafutal acconnts, inv«ntoiy, etc. But Section 13 
oi the Act specifies that “income, profits and gams shall bo com- 
puted, tor the purposes of Sections 10 and 12, in accordance wtji 
the method of accounting regularly employed b\ the assessee" 
WhiJe computing the gross income, tajiitaJ itctipts are dmin- 
guished from ciirient receipts i here can, of toiiise be no single 
test to decide which is a capital receipt and which is income How- 
ever, certain broad tests ha\e been cNohcdKand laid down Iv/ the 
courts In general, these \aiious itsts cunsidcr reciipts to be 
capital in nature if the\ ansc out of mere ''Ubstitution or con\er- 
Sion of fi\c i capital assets oranse from ftic n placement of a souice 
of income In sale exchange oi transhr 

PERMIbSlBLE DPDLCnONs 

Trading losses and capital losses aie automatualK deducted 
from the gross income 1 hese are distinct fiom the allowed expense s 
More caution is necessarc m allowing < xpemses than in allowing 
trading losses because expense implies a ceitam amount of 
wilhngness, whereas loss comes from cucurnstanc es p rlnps bevonrl 
control Indian Income tax law allows deductions in respect of rent 
and repairs for busme'^'^ premises, mte rest on capital borrow < cl pie- 
mium for iiisuranci against risk of damage or dc^tiurtion cuinnt 
repairs for building plant machincn and furmtun line! rtvcmie, 
local rales or municipal taxes reasonable amounts paid as bonus 
or commission to cmploxccs bad ind doubtful debts wiitten off 
and expenses on scientific n seaich 'fhis is bv no me ins an exhaus- 
tive list It is safe to assume that all things considerel the Indian 
Income-tax law is \er\ lenient in the mattci of allowing e \p< nscs, 
and this will be brought home even more forciblv wlun we look 
at the list of items no/ admissible as clfdiictions for among tin sc 
we find such perfecth obvious items as income tax, supertax and 
surcharge , taxes an*d cesses levied bv local authorities on the 
basis of profits and gams of business , salaries and int( n st pa\able 
outside India if taxes arc* not deducted therefrom , ind hinds 
set apart for reserves against future fontingencK^s like bad debts , 
etc, etc While calculating the taxable income, the above pei- 

This list IS not complete by my mc.ins for it gives onlv the major 
items Thfre are 'minor items which nre alv) non dcfliictiblc , flowing 
from judicial pronoum ements or cxecuti\e instructions 
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missible expenses are first to be deducted ; in other words, the 
items of current expenditure as distinct from the items of capital 
eKpenditure or depreciation allowances are to be deducted from 
the^ross receij^ts, and thus the 'operating* gain or loss is to be 
asc^tained. While the relevant Section of ^he Act lists most of the 
items that could be dcdiict(‘fl as current expenses, judicial and 
administrative interpretations also determine r(*rtain other possible 
deduotions. The question whi^ther the Section is exhaustive or 
not does not aiise becatse of the steam-roller clause (S 10, 2, xv), 
according to which “anv expenditure (not bem^i an allowance of 
the nature described in anV of the clauses 1 to xiv inclusive, and 
not being in the nature «>f capital expenditure or personal expenses 
of the assessec‘) laid out or e\pend<*d whollv and exclusivelv for 
the purpose of such buMiH'SN” is allowed as cuirent expense. Actu- 
ally, this wide and comprehensix e clause sr(*s to it that ncj current 
outlay is rct'illv left out E\<*n though tlu' Section was Originally 
mtendec’ t / .m ngthen Mie ]iand*> of the authcaities for disallowing 
spurious or superfluous deductions, it lias now, in the words of 
NiclioLis Kaldor, "actuallv come to seixc* the* opposite purpc>se of 
ensuring that no tvpe of <‘xpc*nditure whi* h comes within the 
scope of this definition should hiil to f|Utih^’ 

DKVREC I A I ION AI.IanVANf I s 

Thus far about ‘current’ expenses How. then, about the wearing 
out of the fixed cajutal ? Evervthing wears out and die,s in course 
of tim(' • and provision sliduKl be mail(‘ for this inevu,.' le ‘decline 
and fair of fixixl capital, which is alas I far from fixed There are 
manv provisions for depreciation allowances and obsolescence 
allow’ance>. in tlio Indian Income-tax A< t As we savv m tlie first 
(hapter, depreciation allowance^ are given fer "tlie insidicms and 
irreparable decay’* of the m.ichinerv and other fixed as-^ots, while 
obsolescence allow’ances an‘ given against the machinery getting 
out of date, necessitating rentwxal h>r the veiv exibtciice of the 
factory or unit of production on a inodiTn competitive babis. 

After the i()3()* Amending •Act, depieciatu-n is being allowed 
on the basis of the \vi it ten-down-value of an as^ct or gro ^p of 

Indian Tax lie form, p fn 

•• "lalwral amount" : such is the claim of the Central Tkwird of Reve- 
nue iij their ItUKtnu-iax for Oie I ayfnan, p 28. 
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assets. The depreciation is calculated by taking the percentage 
rate of depreciation allowed for the asset against the original cost, 
deducting the appreciation allowed in the previous years This 
method is advantageous because this accelerates the total depre- 
ciation allowable into the early years, as against the ‘straightAine' 
method, uhich allows depreciation at a uniform rate Recommend- 
ing this method, the 1936 Income-tav Enquiry ( ommittee said : 
"The wntten-down-valuc basis automati(*allv secures that the 
aggregate allowance can never exceed looti'o Moreovei. the neces- 
sary calci lations are simpler and more easiK^ followed with a 
corresponding saving of time Of coiifse, it is not alwavs that the 
wntten-down-valuc is the better base for calculation , there arc 
assets where the straight-hne method is prt ft rable , and hence 
the Indian Income-tax Act has some exception^ to the wiittcn- 
down-value method of computation (for example ships pUing in 
inland \watcrs) 

Normal and additional dcprcciathm is allowed at peumtage 
rates statutorih gi\en in RuU 8 These rates art (alculated after 
giving due consideration to the useful lift of the asset, and these 
rates are classified under thuc f ittgoiu^ vi/ (i) PI int and mat In- 
ner} , (2) buildings, and (^1 furniture Ihe rites \ar\ fioin 25 
per cent to 40 per tent the most tominon latcs for it< nis of mdiis- 
tnal mafhmerv \ar\ from 0 per rent to 12 per (tnt Kitis ha\L 
been fixed for single ib nis as wt 11 as gioups likt tlu t ntirt pi int t tc 

Apart (join the usual depict i ition allow t d on buildings pi int, 
and machinerv a<lditional diputiation cqiul to tin i oini il rati 
IS allowed ftir the first t\\^. \tar'* lhu'> during tin mill il fi\i v« ais 
the effective depit ( lation Is doiibli the noiinilntts Sonic industius 
work on a shift sv^tem and n ituralh mathinir\ us» d b\ sut h 
establishments wear out quicklv Hence extra dtpitciation to the 
extent of 50 per ctnt of the normal rate is allowed to sui li torpo- 
rations Initial depTt i latioii allowantt is also given to new luiild 
mgs and new plant and mat hinetv 

If, howcv'cr, an asset is sold, demohshtd 01 dis( irchd tin* dill- 
erence between its wntten-down-vahe and scrap valut is allimtd 
as a deduction from the incumt On the othei hanri if the sale 
proceeds are more than tlfe written down val le tin i xttss over 
the wntten-down-valuc is included in the tax.ihlt profits There 
Report, p '^7 
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is also the provision of a further allowance for safeguarding against 
a fall in the prices of the machinery usM in the factory. 

•Even though all these depreciation allowances are cumulative, 
the^sum-total is not allowed to exceed the original cost of the 
assA. Another salient featun* of the Indian Income-tax law is that, 
even if tluTe is not suificient income in a year to absorb the depre- 
ciation charges (norn^d and additional, etc.), the deficiency can 
be carried forward indefinitely and set off against the profits of the 
subse(|ucnt years. Whither the company makes profits or not, the 
‘wear and tear’ goes on remor>(*l(‘ssly, and it is but proper that there 
should be this arrangement for the cumulative ai « ounting of depre- 
ciation allowances over a ]>(Tiod of vears. should it become nc*cessary. 
Under the Indian Income-tax law theri^ iMio fear of the depreciation 
allowances l.ipsing, as ni) lime limit exists for this ‘carrv forward’. 

DEVELOPMENT REBATE 

In aihhiiu" Mich hl)eral depreciation allowance^, a ‘develop- 
ment rebate* aKo is provided bv the Finame A< t of 1955 This is 
really «Tn allow*ince of J5 per < (*nt of the co'-t of new machinery’ 
installed to replace battered old m.u hiner\ with a \it*w to augment- 
ing the (|ualit\ <>r rai'^ing the quantitv ' i pioduction Such new 
machineiy foi which tliis development rebate claimed must 
really be foi the piirpo^i'v (,f the busint carru'd on bv the company. 
In other woid^. the de\elopnieni rebate intended, not for build- 
ings. fiiinitnie. etc . but for new plant and rnachinerv ^Buying old 
plant and mai hiner\ at M-copil-hand pn^'*s would ' qualify for 
the development rebate : it i- lor new. which implies odernised, 
up-to-date ])lant and nuii hinerv, whii li alone could be expected 
to givi a fillip to the biisine'^s. that the development rebate is 
intended. \\'e '-aw earlier that the total depreciation allowances 
coiikl not go bevond 100 pel tent of the cost of the asset. The 
development rebate is in addition to thi" . it i'^^reallv a sort of bonus 
or speci.il allowance o\er and above the nonnal recoiipuient of the 
cost ^)f plant and ma' hinerv through depreciation allow^ances.*** 
The advantage irf thi systefti is that the c\>mpanv can, not only 
get back through depreciation allowances the cost of the produc- 
tion unit, but also an extra 25 per centVu he cost of the new machi- 

•• See p.imphlet on The raxation of Corporate Income tn India issued 
by tjic ('entrai Ho«ird of Kevciuie, 1058. 
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nery secured to replace the old. There arc al^ provisions for 
carrxdng forward that portion of the development rebate which 
cannot be fully set off against net operating income for the year 
in which the development rebate is allowed. The basic purposK in 
allowing the development rebate is, after all, to promote reinAiSt- 
ment in industry for effecting imj>roveinent and expanbion, and hence 
the provisions in respect of the grant of this, rebate arc reaM^nably 
liberal. But anticipating misuse of these pro\^isions, the Finanec Act 
of IQ58 has specified that certain conditions like the following must 
be fulfilled to qualify for the grant of the development rebate : 

(1) An amount ecpial to J of the development rebate must be 
debited to the profit and loss account of the relevant year 
and credited to a reserve account ; 

(u) Thi'^ amcnint must be utilised bv the company within ten 
wars for the acquisition of .isbcts for the purposes of the 
company or for investment in the company ; and 
(iii) The asset on w^hich the development rebate is allr)W'abIe 
mii-'t not be sold or otherwiM^ tninsferred by the company 
wdthin ten vears from the end of the \eai m which the new 
asset was fiibt put to use 

If the above three condition-, are not fulfilled, the development 
rebate will be di'^allow'ed for ta.\ cumput.ition piir]>oM*-. It is 
always a struggle betw^een use and misuse, a two-piongt'd attack 
to extend help wdierc help is rcallv needed and withhoKl help wheie 
such help is misused, that is, iisecl for other than the pur|H)se 
intended. In the result, a simple prcnision tends to bi‘ more and 
more cluttered with (jualifications, (*\ce'ptions and p«‘nal <.lauses, 
thereby contributing yet further to the baffling comple.xitv of the 
law^ and administration of Income-tax in India 

DEPOSITS 

Another safetv \alvc intnjduced in iqsS to prevent misuse* and 
the frittering awav --through diiubtfirt sjHTulatioi?, etc of depre- 
ciation allowances and rebates is th»' f)rovision for deposits. Ac- 
cording to this - ht*me, complfinie- have to dejxisit wuth the ('entral 
Government a prescril>ed amount (alculated according to its 
undistributed profits and reserves The deposits will c.arry int^jTebt 
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at rates prescribfd by the Government. The amount will, however, 
be refunded as and when the company^requires funds for ‘approved 
purposes', which mean legitimate capital expenditure. The penalty 
for^not making the statutory deposit with the (iovernment would 
be\he cancellation of the permissible d(‘preciation allowance or 
development rebate. This is yet anoth(‘r example of the Govern- 
ment trying to play t^ie guardian to the corporations and keeping 
tlien> ‘straight* in spift' of themselves. Ingf‘nuity is met by greater 
ingenuity, and in tlu* n^^sult some sort of balance in the health of 
the corporate sector is sought to be maintained. 

CAPITAL (iAINS AND I OssF's 

Profils or gains of a capital natun* arising from the sale, exc hangc, 
relinquishment or transfer of a c .ipital asM't are ta.xable under the 
head ‘capital gains’ ; tlie^ evolution and tlie presfmt state of the 
taxation of capital gains are discussed on a later pagtg When a 
loss, lath''’" than a gain, is incurred under an\ of the fivt- heads of 
incfime mentioned earh«T (\i/ intele'^t on securities income from 
property, ])iofits from business, gain> from cuhital, and income 
from other sources), tin* compan\ given tin right to ^t^t it off 
against the in< onie under *inv other hea<l in the ^ame year. This 
does not appl\ to loss under mpituL for ca|>ital losses can be sK 
off only against capital gains, not gains undi‘r anv other head. In 
the case of a business loss (though n»>t oth»’r winch is not 

absorbed in the fust war. it can be (\irn**d foiwarel^ indefinitely 
agaiii'^t Aitiiie business income This suigect to « condition 
that is the business to winch the original relat<. should not 
in the nii*aiitime have i handed hands i>r ideiititv la ct-ased to 
exist. Losses could be i amed fi)rwMrd for «»nlv s*\ yeais in tht 
original Act. After io54-'^5 the (TO\ernment accepting the recom- 
mendati(ms of the Taxation LiKiuirv Commission.*' extended the 
period indetinilelv Hut oncf again, in the T'mance Act of 1057, 
the 'indefinitt*' peiiod ha-' luen reduced to pist eight years Another 
instinct* of the legislatut* ^e<*-s.nv moMiig torth and back to meet 
the challenges aijd exigencies of changing timcN ’ 

TAX HOLIDAY 

It may not be out i»f place here to rt^er to the income-tax and 
Report, 'V'ol 11. p 7 «i. 



i68 


TAXATION OF CORPORATE INCOME IN INDIA 


supertax holiday given to new industrial underlings, and the 
exemption from corporation <ax on dividends received from certain 
types of industrial undertakings. Since 1948, profits of new indusif 
trial companies are exempt from the payment of income-tax Md 
supertax up to 6 per cent of the invested capital. It was, howefer, 
specified that such undertakings must not be those only notionally 
new, being formed by splitting up or reconstruction of any business 
already in existence. Dividends declared by a truly new industrial 
company out of its profits (these being exeippt from tax according 
to the tax holiday concession) are also to be exempt from income- 
tax and supertax at the hands of the shareholders. Such relief is 
given even to non-residents who inve.st in the shares of newly 
established manufacturing undertakings. 

With a view to encouraging intercorporate investments in 
certain basic industries it has been provided that dividends received 
by any oi the Indian companies engaged in the manufacture and 
production of coal, iron ancf steel, petroleum, heavy chemicals, 
structural and electrical machinery, non-ferrous metals, paper, 
internal combustion engines, power pump*-, automobiles, t^acto^^. 
cement, electric motors, locomotives, rolling stock, machine tools, 
agricultural implements, ferro-manganese and dyestuffs, formed or 
registered after 31 March 1952, will be exempt from corporate tax. 
This applies also to fresh capital rai.sed by public sub.scription by 
an Indian company after 31 March 1053, for increasing production 
or starting a new^ unit. 


Other Taxc^ 

Besides income-tax and sup>ertax, which we have described .so 
far, there are also other taxes that call for .some scrutiny. These 
varied taxes have affected in the past or are still affecting, one way 
or the other, the fin^ccs of the compani(‘s in India During the 
two decades since 1939, the following taxes have been levied on 
the companies for differing periods as indicated : 

The Excess Profits Tax : 1940-4^ ; 

The Business T^ofits Tax : • 1947-50 ; 

The Wealth Tax : 1957-59 ; and 

The Capital Gains Tax ; 1947-48, and reintroduced in 19^56- 
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the excess profits tax 

The firsf lax on 'excess profits' was levied in India, surprisingly 
enough, in 1919, after a majfjr war had just concluded. The tax 
was^lcvied on abnormal profits made bv certain businesses as a 
consequence of the h irst W orld War. Us belated imposition certainly 
reflected an almost Pickwickian financial ; olicy, and it is nf)t sur- 
prising that th<‘ lax >^as withdrawn the Vvry next year after its 
first iRtrodurtion. 

The tax was again i»gtroduced during the Second World W'ar, 
and came into operation in Sejdember 194^); and, after b(‘ing in 
force for the duration of tli<‘ w.ir, it < eased to apply to profits made 
after December K^b. pvc*!! though the tax wa-. thus a short- 
lived one, it liad it'' own (juota of annual amendments and usual 
modifications. A*> we saw in th#‘ fir-.t ( hapter, the excess profits 
tax is a means of extracting mc»nev from thoM -who make enormous 
profits ir war time, taking ea^v advantage of tie* abnonrwil condi- 
tions pre’-'dling then, 'I he (iovernmcmi aNo wantt d to -oak the 
“ric'h-because-of-the-war". a^ is e\ idem <*d bv the references U) what 
is cuphemisticallv t<*rmed tlu* j^rini iple (d ‘ priority taxation*’ 
made by the tlien Finance Minister, Sir Jeremy Raisman, in his 
Budget speech .is well a> his spt'ech in thc‘ Li^ei'^hative Asvembly on 
() February i<#4(>. ‘ Priority taxation” means that the burden of 
the additional defence rneasiues should be borne, in the first in->tance, 
by those who during the war find themselves in a better econcmiic 
condition than previ«)usl\*. As originallv introduced, ^the exce'-s 
profits tax wa^ levied at the rate of 30 per i eiit on an\ • ' t ess profits 
earned by any trade, ('ommcice, niaiiufat'iiii»‘ 01 voi . >n (exc ept 
where the picdesMon or \(K\\tion dt‘]H*nde‘l wlitilly or mainly on 
personal c]ualifications) over "standard orotU''” carr sl in thc^ pre- 
war years "Standard pioftts*’ was thus looselv cMpiated with the 
j>rofils earnt'd in riormar time’s, llow’exer. a workable method 
was devised that could be .ipplied withc^it much ditficuity 
or haidship to busin«'''ses which were startc‘-l eoher before 
ic^^b • or after Tlic‘ itiethod Cf^mbimsl elasticity and 

ready utilitv, anjproxed acceptable on the whole to the parties 
concerned. 

METHOD OF COMPOTATKiN 

As regards c'ompanic's -tartixl before icjjfu five* cqnions wore 
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available to them to choose from for settling their ' jitandard periods': 

I. Profits during 1935-36 ; 

2 Profits during 1936-37 ; 

3. The average of the profits during 1935-36 and 1936-37 ;• 

4. The average of the profits duiing 1936-37 and 1937-38 ; and 

5 The avciagc of the profits during 193^-38 and 1938-39. 

Further, it was stipulated that none of tjlie above could be less 

than 9 months for consideration as the 'standard period*. 

With r. ▼ard to the businesses staitAl after 1936, the 'capital 
standard’ was adopted. Dunng the debates in the Legislativ<‘ 
Assembh , a member unsuccessfullv tried to t‘\tend the ‘capital 
standard’ to the old firms also, but the Finance Member vetoed 
It on both equitv and administratiie grounds In the case of new 
compannis, a statutorv peicentage of 8 per cent of the capital 
invested m the case of companies and 10 per cent m the case of 
induiduals was considered the standaid rate of piohts Tlie Excess 
Profits Tax was levied onlv on excess prolits ovc^i ami abo\e 
Rs. 36,000 per \ear This was to offset the deleteiious effects on 
partnerships, and ^Ko to reduce administiatne problems 

COMPOLSOKY s\VIN(, 

The 50 per cent rate was, in eitect. maintained onlv for one \ear 
The rate was increased to f>6^ jxt < ent in the second veai of the 
cuirencv c^f the l£xcess Piotits Tix, and this r.ite nmained in 
force till the withdrawal of the tax in 1946 In lotr. the ‘standard 
profits’ for new indu>tnes w'as fixed at 12 pc r ccmt of the emplovcd 
capital In March i()42, tlie (fO\emm»*nt intiodm ed a novt 1 stlierne, 
inspired b\ J M Kcwmes’s proposal for deteiied pavments . “Ihe 
first provision in oiii radical Plan is, therefore, to determine a 
proportion of each •man’s earnings which must be deferied ; - 
withdrawn, that is to say, from immediate consumption and only 
made available as a light to consume after the war is (nti" ** The 
same point has also been made by another writer,tl''i‘itik (i Moult : 
“The prime object of the rjoverninent in introdm ing this scheme 
for a post-war ^rrdit was tA alfi'viate the bad elfi-c ts of tlic loo 

Readings tn Fiscal Policy {VA by \mcrican Economic As.so( lation), 
p 180 . 
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per cent rate an^ to placate the businessmen somewhat with the 
assurance *bf a little jam tomorrow cv<*n thougli the pill must be 
swallowed in all its bitterness today" The essence of the scheme 
in Jndi.i. knoN^n as the scheme «)f compulsorv deposits, was a^ 
folltws : 

I The Excess Pirji^ts la\ rale would ])« ()(j\ per cent , 

2. •In ♦iddition, the assessee would deposit one-hfth of ttic amount 
of the tax with th^* (loveinnu nt , the perr ( ntagf thu^ leavin^ij 
the hancK of the €i'^'»esM*f would be Ob-- per cent plus 13 pei 
cemt e(]U4il to So [h i^cent , thn deposit of one-fifth was rcii'>(.d 
to^^(i e almost om-thiidi in the 1(^44 F inan( e Art h dMng 
practualK nothing' of the cx^t'^s profits in the hands of tie 
a^sessee , 

3 The (io\(Tiim<‘nt would n pa\ tlu d( po^it a \tai aftt r the 
en 1 of the* War and the deposit would fiirtlur < arn^ inten st 
at 1 M nt , 

4 Ihe (io\ernrn<nt w<»uld also «it its (fm\(.nitn(< return to 

siuh ot thus< as li.id paitKipifid m tht schtme 

of coinpulMjr\ (Upo'^it^ oiu t» nth ot th»‘ ♦Xvtss piohts tax 
paid alre id\ in oth< i word', tl « n^ t t i\ rite would be 
ii diKt'd fnun b(>-| pn 1 ent t(* oo pi r m nt .ind 

5. Ihe 4irnonnl s»> ripul an I otniUMl wmuM be de» me I as 
tax.ibU inmim 

^ • 

Thl'^ M ht me of Munpiil v was nit»ndvd t irtail ci\il 

consumption dnnmi tlu* wai an I imiLas ii\ihan dn nd in the 
imnuili.ite posi-war Ni**!*- wh»n tlu W ai 'u man I wi uld natuialK 
<liminish rills sclunu aKu t n ibU 1 t », ruiiistiie to biiiUl up 
resei\es. and ser\ed .i- .m nufutut to m leased piodm^lion and 
economual inana^eim nt m wai imv Vs M H ( F(»p il h\s pomt* d 
out, ‘ I lu <io\einnunt \u\ cleaih t \pl.)iti*ll tlu* buMuessman > 
plea of the need for u-» ini’s and atu mpt* 1 w pio nt c\asion 
bv W4is((‘ful exjH'iulituie l»u iompiilsoiN ih posu wa^. m fact 
a NompulsoiN leynve i\ailaWe to tlu d< posi* >1 illti the war . 
This was a \erv chsii m henu whuh if lompKl^U sikv ‘ ssful, 
could a< hu*v<* main* objiH I*’* Ml Rn. id polu v flows, lU the 

//ic Iin>fu*mti ( Ml < N of /’/ 'its lax p o'< 

rhtofv oj h xl 4 Pfof,t\ ! tiMtion pp 
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ultimate analysis, from the high plateaus of common-sense, and 
has often to negotiate the difficult passage between the opposing 
rocks of necessity and equity ; to vary the metaphor, the tax- 
gatherer has to collect as best as he can as many golden eggs a? he 
can without killing the goose itself that lays the eggs. If the Excess 
Profits Tax was an aggre.ssive way of collecting the eggs, the Depo- 
sits Scheme made .some attempt also to sustain and feed the goose 
both for present and for future advantage. 

THE END OF THE TAX 

Hardh had the War come to a close af long last than the Exce-.s 
Profits Tax also was abolished. In his now famous “fareweU” 
Budget of 194b, Sir Archibald Rowlands said: ‘ The onlv justi- 
fication for the Excess Profits Tax as a tax the enu‘rgency which 
called it into being By all the canons of taxation doctrine it is a 
thoroiighk,' bad tax It is rough and reach’ in its otHTation , it is 
unfair in its incidence and beyond a certain point, it is a direct 
inducement to inctiicienev. Except that 1, as tax gatherei-in-chief, 
cannot refrain from casting a longing, lingering look behind it at 
its high Weld, none of u^ will, I think, mourn the passing ot the 
Excess Profits Tax, ’ The business commiinitv was naturalh' v<*rv 
enthusiastic over the outright abohtiem of the tax, but (U her wise 
the prevailing vie\v was rather that, although the wai had ended, 
conditiems were far from normal, and the tax might a-, well have 
continued a little longer Inflationary pie->ures had ])een accen- 
tuated by the scarcity of goods. Xml there was wjtnes>,e(i both 
increased money supply and the relea^se of tin* pent-up demand 
for consumer goods. It was acc<jrdingly still possible for manu- 
facturers to capitalise the situation and tiv to make t xct s-ive 
anti-social profits. Many therefore viewed the abolition of the 
Excess Profits Tax as being hasty and pn‘mature There was tlu‘ 
further plea that fiin?ls were iK*eded f(»r the iiigent tasks ot icron- 
stniction. As M. R. Masani said in the course of thi‘ lbidg<'t (h‘bate 
in the Legislative Assembly on 22 Man h ’ " I he relifT in 
direct taxation and the comjilete abolition <»f tlu‘ Excess Profits 
Tax was not justified. I am .irguing on the basis ol a smaller 
reduction of din^t taxation vVhich would have h*fl the lionouiablc 
the Finance Member of the (jovernment with larger funds I am 
suggesting that a part of these could have been given to certain 
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positive purpos^f* " People who thought along these lines should 
have derived great comfort from the nw ‘notorious* Budget for the 
next yeai. presented by Liaquat Ah Khan, but that went too 
fai^in the opposite direction, and was to face even greatei criticism. 


IHI* BUSINLS'> PROlllS TAX 

In the Budget foi ^147-48, the n(‘\vlv paitnercd Congress-League 
Provisional (lovernment introduced a Business Prohls lax, winch 
\Vc.s on the face of it jomc^wliat of a variant of the now defunct 
Excess Piohts Ia\ Ihis n(‘vv tax was impose cl on prcifit^ as from 
the 1st of Apiil ici4b (tnat l^ to >av , immcdiatclv following the 
termination of the cailicr tax) , and like the t arlitr tax thn tax 
too was closelv modelled on ‘-iniilai kgi^liticm in the United 
Kmgclom 

1 he BuMne ^s Prollt^ J ax w i* ilK liki a '^pecud inccjme-tax 
lev it d it the Kite of i(>* pM Cl nt on bu'^int p^o^lt^#^ xcecding 
Rs om ' t'li Bu^'int indiidtd ant tradi (oninent or manu- 
facture or an\ piofi^siun or \o< ition th« piotit" f>f which art 
(h.irgeahlc (<oidin*: tc»N(tion 10 oi the Ircrnp-lix \ct \part 
fioin the flit tiguo of R- i lu Likh al at* nu nt the Hu'>ine'>s 
Profits I ax fixt d <litfi K nt » rit» iia < I d at rm*n^ f« r dilti n nt c la-ses 

of asM ‘-"i < s p(»r I \ irnpU in tie < I'-e ot i comj n\ not hung a 

« omp iin du in< d I i tlu puipoM^oi s^tioi > I < a^tiiin thi 
abatement was o p< i ( uu of tlu «.apital of tin eompanv on the 
fir t d.iv of the slid jhiuid (»i Rs (uil 1 ikh v IucIilv e r was en ite r 

Here capital’ nit , nt piid-i p I ipilal an<l v far as th"‘\ 

v\eo n<d .dlowitl in Kunputini^ pioiU" iimlu the Inc u 1 1\ \ct. 
riuis nuK a ])ait ot tlu inve'-tel i ipit d w t iken into ‘ccount, 
v>lure.is in tlu < uhu lax a- t -sui i liu mine mi nt wa- far 
moll eijuitable 1 he prondui* w tlu lu w t i\ v\ i- '*impli i but les> 
ei|uitabli th.in in tlu oMu t i\ v\huh w u poth mou 1 >mpli ated 
«ind iiuue itasnniblt* I lu Pu'sHk " Piolit>>* T i\ vva^ ah » much 
moie bio.ul-bas« d thin the t iiliu 1 xit"^ l*iohis 1 ^ md the 
I inarue Me rnheu I 1 upiat \h Kh in » \ e n i lainud he •'id* ^ though 
not with mue li yistitu aiiem^th it it was miu ' 1 iir* i in it- in* idence 
as We 11 

It Is nexessaiv to point <»ui tint 'a^ itaiues nelwithsuinding. 
the Business Piolits lax was no meu lejHtitieui the v\ ir-tirne 
Excess Profits Tax, although the smiilanties l>etwex*n the tw*> are 
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obvious enough. The new tax was on profits g^erally, on pros- 
perity per se, whereas the earlier tax was on the ‘‘excess arising 
out of present (abnormal) conditions”, in other words on the 
portent of abnormal prosperity. The aim of the Exce.ss Profits 
Tax was to collect nioney for promoting the war-effort, whu’eas 
the ostensible aim of the Business Profits Tax was to correct the 
inequalities in the distribution of wealth. TVe Excess Profits Tax 
was clearly war-effort oriented, the Buriness Profits Tax* was 
professedly general-welfare oiiented. The Ivinance Member himself 
claimed, replying to the debate on i April 1947 Legislative 

Assembly that the Business Profits Tax' was an ea^v tax to assess 
and an easy tax to cc»lloct and that it would not fall heavily on the 
industry. 

In the very next year (1948-4^), the rate of the BusinfssPn)fitsTax 
was reduced from ibij per cent to 10 per cent, and the abatement 
allowed yy^is aUo raised from Rs. i lakh to Rs, 2 lakhs or () per cent 
of the capital, whichev<‘r waA higher. Thus the rigours of the tax 
were .softened a good deal. Finallv, in the i()5o Budget, the tax 
itself was aboli.shed. Rightly or ysTongly an odium had attached 
itself to the tax from the very beginning, and hence hardly any- 
body regretted its complete withdrawal. 

THE TAX ON CAPITAL (JAINS 

Apart from the Business Profits Tax, another tax too was the 
creation of the Liaquat Ali Khan l^iidget This was the tax on 
capital gains, which'has since had aft interesting history. *\Ve have 
.seen that, before 1947, income tax was h^vied on revenue griins, as 
opposed to capital gains. In 1947, following the practice in the 
United States, Liaquat Ali Khan included capit.d gains in the 
total income for computing th(* income-tax Thi.s new tax was 
payable on profits arising out fd the sale, (*xrhange or transf<‘r of 
any capital a.ssct. Olpital asset was defined as property (but 
excluding agricultural land) held by an as.sessoe, wlndher or not 
connected with his bii.sine.ss, profession or vocation St<K'k-in-tfa<le 
and personal effects were not included ii» the capital^is*.cts. Further, 
capital gains were taxed only if they <*x('ecded Rs. 15,000, and no 
supertax was le\*ed on the ci[)ital gains. Again, the tax was not 
payable in respect of any profits arising out of the .sale, excliange 
or transfer of a capital asset (projxTty) the income of which was 
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chargeable under^Section 9 sind whicli had been possessed by the 
assessee oifhis parent for not less thani 7 years before the date on 
wbich the sale, exchange or transfer took place Hen* a peculiar 
pro^^lem was presont(*d : ( ould a jomt-strKk company have a 
'partnf ? R. K Dalai writes. offering a plausible 

affirmative answer to the cjmstion ‘ h, summarise, the corpo- 
ration is an assfssee the asscs-ee k .m induidual, In (an also 
take Uie benefit of the \\ords 'or a pan nt of hn ( .mnot tin* ( oi]>o- 
ration take the benefit o^ tin se words and ( ontc rnl that it is entith d 
to tack on the pie\ loiis oos^tv.jon of hn pndtu'^'^or^ lh<*rc 
nothing in the Section to jTn^chidt tin corporation itsdl frcun In ing 
an assessee"®* Sun e nn ta])hoin alh we t ilk (d a pan nt ln'^tl- 
tution", bv <inalogv tln‘i« should In noihing nmng in talking id 
a "paient toii>oraln>n‘ .is wi 11 ' 

If, instead of (apit.il gnn^ onl . a lo-^ wj sustain(*d undiT this 
head, tin's loss could not be mI oil, * \i # pt aeain'^l dn\ i>»dits ind 
gains fall: V" onch r this |w ail be id s* ^u* h 1 /'•-i s 1 ould bt c iiin d 
foiward for si\ \ears 

MioiiiKjN 01 rm 1 \\ 

Tills Capital daiiis 1 a\ t<M» w iboh^tn I in tl « I040-50 Ru<lg t 
presented b\ John Matthai \\\t » said l)\ wa\ ot • xplaiiation .ind 
justification: ‘At the tinu this t i\ w intro«iu cd,uwase\j>e ti d 
to vield a hirge ie\eniie hut it s\ni hioni^ d with a jx rn»d ot falling 
\ allies and tin Mild liom this ia\ his m ohm qu» im been small 
Its j)s\ thdlogical ettiet on in\« s*tnn nt h howe\er, 1 maikedK 
aeheise. and il has had the etti • t ol hampering the fii i >\emt*nt 
of stocks and shares. willn»ut wludi it is hard)\ possible to m im- 
t.iin a high le\vl ot ineliistiial di vdoj)in nt In tin \ c-ent uniim 
stances, I eonsidei the ntent ai oi tin 1 1\ ill-adMsed ’ This 
sealeil the fate of tin tax tor tin tinn bang and lor soiao \ears ti 
c'omex The laxation Kn<|nir\ t oininissi ui aK^ di 1 not fa\our tin* 
intiochie tic^n cd the tax. and dn laied i‘nipli.*tieall\ Til' reasons 
them 451 vem foi the abolituui o! the ^ ajutal guns tax still holdgoixl 
toda\ "** l*Acn ^hoiicMi thctlaxalion lanju r\ Coinniissum lhas 
reje»ded tin* claims ul thi^ tax for a plai ** in the tiscal s-^ >tem. 
Nicholas Kaldoi whoeaine to India il^n nso\ears later to snuh 

•* liustuf^is I*f >/i/s /ill ii«</ ( apiUil Cmjim^ i i\ p 1 U 

•• /?r/><)r/, Vo] I p ic»4 
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the tax system here and suggested reforms, jecommended the 
introduction of a capital gj>ins tax.** 

RE-INTRODUCTION IN I956 

Taking his cue from the distinguished Cambridge economist, 
the new Finance Minister, T. T Knshnamachari, revived in 1956 
the taxation of capital gams While piloting this Bill, he felt that 
the justification for such a tax was the expectation of capital appre- 
ciation in a phase «if rapid development pf the economy in which 
the public, as represented m the Government, must ha\e a good 
share. Is troducing the Bill in Parhamfent on 30 No\ ember 1956, 
he said “For a developing economy like ours, it is netessarv to 
take earlv action, as the implementation of our programme is 
certain to create conditions in which assets of all kind^ w^ill appre- 
ciate. It is only fair that the Exchequer should get a propoition of 
these in«*omes when realised in the form of capital gains" It is 
an interesting commentau on the whirligig of politico-economic 
taste that what was poivin when proposed hv Liaquat Ah Khan 
became medicine, or e\tn tonic, when pioposcnl l)\ 1 I Krishna- 
machan only a few ^tars later Bt'sides, of c,ourve, Nicholas Kaldor 
had come to the Finance MiniNtcn’s help— senh, a Dciniel (ome 
to judgment’ The tax gatherer -in-chu f needed mone\ to meet 
the growing needs of Defence and to sustain tin planning cfioit of 
the nation, and all was grist that came to the null Necessuv, not 
equity, was the pnme justification for the imposition of the new 
taxes, including this revival of tlu^ tax on capital g.iins Now as 
before, the tax is imposed on realised cajatal gains onl\ and tlie 
capital gains are computed after deducting from the sale juice the 
actual cost of the asset to the stilt 1 and an\ exjienditure m< uired 
in connection with the sale or anv other operation giving list to 
the capital gains 

It is clearlv' provIHt^d that both indivuluals and tompanies are 
liable to pav the tax on capital gains Jlie t'xemptions (narindy, 
agncultural lands and personal effects) are the same in both cxises , 
and also exempt from the purview of^Iu* tax .ire^inv gams arising 

*• fndinn lax Reform, p t>2 ^ 

••Choice of tAo methods is provided for the talcuUtion of capital 
gain.s (i) the excess of the sale price over the original t ost pnt e , and 
(u) the excess of the sale pnee over the estimated ni irkct value. 
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from the transfer of a capital asset by a parent company to its 
wholly ov^cd subsidiary, the subsidiary of course being resident 
ii4 India and registered in India, under the Indian Companies Act. 
No^exemption limit is available for companies regarding capital 
gains taxation , in the case of cither awsstes, however, no tax 
IS payable if tlic amount of capital gams Ic^s than Rs 5,000 or 
if the capital gains the other ta\alde income is less than 

Rs i«,ooo Companic'^ h.ive to pa\ onh im ornt -ta\ on the capital 
gams, and unlike the jireMous tax which allowed los'.es to be 
earned forward foi six ve^^s, thl^ tax allr>ws the ]os^c> tc> be earned 
fonvarcl gencrouslv for as nianv as tight \eai^ As>ewe^ other 
than companies can tarry forward the loss's onK to the limit of 
Rs 5,000. but no such limit is pnsi.ribt d for the < ompanit 

'I his tax, though it owes it present leasts of lift to KaWor's 
inspiration and authoiit\ , is not tjiiilt the samt tax a^ the one 
that he propost-d in the larger tont!*xt of Indian tax reform The 
tax as it r stands exempts cajutal gems which aie pa-' ed on 
through gratuitous transfers, altlunigh Kahlor would ha\e liked 
these to b<‘ taxed as well Iliis is an important point b»’cause it is 
now possible to postpo»ie the pa\ment of th» Capital (lains Fax 
mdeftnitolv Besides, KaMor sugge^ud much higlur than the 
present tax rate But, then, it woiihl not b< proper to isolate one 
Item alone from Kaldor’s prc)po'HaK and iP'^titule an\ rewarding 
comparison with a paialh*! item m the pie%ahnt tax '^v^tem. 

IHh WFArrH T\X 

AnotluT novel tax measuie viggestid b\ Kaldor m is Report 
to the (jONcinment of India on lax Ridorni w is the wealth tax. 
'lhi>* tax also was mlniduud ah»ng with tht tax on capital 
gams, by T 1 Krishnaniac haii m the B’ulget Kaldor, 

while suggc^sting a direct wealth tax on inliMdiiaK wanl»xl the 
(orpoiate projKTtx to Ik* taxed onl\ tlimugh its shareholding But 
the wealth tax. as implemented, ta\t*d lorporate pio[Hrt\ both 
diiecriy as well as through the shareholdings thus inxohing double 
taxation Crulati.^if ccnirso. dismissed this objection gliblv "But 
this sort of differentiation is not more indotensible than the diffe- 
rentiation w’hu'h exists at present in chai ig cc^mpanies to a non- 
refundable tax (corporation tax) on their profits" ** Rut it is 
Capital Tamliim in a Devtloptnz Fcon^ymy {India), p X99. 
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surely a matter to be considered whether the /:urrency of one 
doubtful differentiation by itself justifies a repetition of the possible 
wrong, or whether merely because double taxation has been (rightly 
or wrongly) in force for a long time there is equal validity for v^hat 
may almost be called quadniple taxation. 

The wealth tax, so long as it was alive, was an annual tax on 
joint-stock companies (whether public or pri'^tc, Indian or foreign) 
as separate units. Generally speaking, in the case of an Indian 
or a resident corporation, all its wealth, whether held w'itliin or 
without India, was chargeable to this tax. In the case of a foreign 
companv not resident in India, only the Indian wealth was liable 
to be taxed. The wealth tax as liable to companies was levied at 
the rate of J per cent on net wealth over and above Rs. 5 lakhs. 
The net wealth of companies was calculated by deducting the 
aggregate value of debts from the aggregate value of all assets 
belonging to the company Normally, balance-sheet values were 
adopted ; it was an annual* tax. and w’as computed on the net 
wealth as on the last day of the accounting period of the asscssee. 
In the matter of granting exemptions, the tax was reasonably 
liberal : 

r 

1. New industrial undertakings were exempted for the first 
five years ; 

2. Inter-corporate investments were exempted from the tax ; 

3. Companies w'hich had incurred net losses and which had not 
declared any dividend on their equity capital 'w^erc also 
likewise exempted ; 

4. Banking, insurance, and shipping companies w'ere also exemp- 
ted, as also were Gov^emment institutions for the promotion 
of art and culture ; 

5. The wealth tax holiday was given, not only to new' companies, 
but also to n<*W industrial units of existing companies ; and 

6. If the profits made by a company in any year were levs than 
the wealth tax due for the relevant assessment year and it 
had not declared any dividend, the tax payable would be 
limited to the amount of profits 

While introducing the tax in the Indian Parliament, the Finance 
Minister merely said that the peculiar economic structuie of India 
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necessitated thc^ inclusion of companies within the purview of 
the wealttf tax. He did not — perhaps lie found himself unable to— 
ekiborate the point. Did he mean by his reference to the "peculiar 
eccfiomic structure of India" that there was a tendency on the 
par# of the wealthy to evade taxes by means of the formation of 
private limited companies and that the wealth tax would be a 
necessary corrective V) it ? On the whol(‘, Ins speech seemed to 
lack eonviction, and at times he fell back f)n the Maginot Line of a 
mere financial defence the tax. Not sinc e the Liaquat Ali Khan 
Budget has any new bum^h of taxes provoked cls much opposition 
as T. T. Krishnamachari’s in the 1957-58 liudget '1 he new measures 
of taxation, including the wealth lax. were assailed from the Right 
as well as from the Left. The Rightists thought that the wealth 
tax was unduly harsh, while* the Leftists thought that it was half- 
hearted and not harsh enough The Communist Member, Xagi 
Rcddi, ;>aid in Parliament that the we alth tax and expenditure 
tax wer# ' ’'^^ments that only glittered* "^crape them", hi said, 
"and you will find that they are not gold".*® Hut G D. Somani 
said : "I am afraid that so far a<- internal finance'^ «ivailable to 
the comp.inies . . . this tax will encroach on tle m veiy severely";” 
and M, R Masani said even more emp^ aticalVv * "The policy of 
applying this Hill to limited companies is a police of grab . . . this 
seems to be the only justification" ^ Outside the Parliament, too, 
there was little supixut. It was (»ne thing t‘> get the measure 
through the Parliament with the overwhelming strength of the 
ruling Party, but it was a ver\- different thing to *..• y the real 
consent of the jwople The National Ctnincil of Applu Economic 
Res<*arch recorded the finding : 'There ha\e been strong reactions 
from both Indian and foreign companies to the imposition of the 
tax".** Meantime an unsavoury ami unexj>t‘Cte<l jeik in the political 
kaleidoscope kxl to the resignation of f 1 . Kri'^hnamachari as 
Finance Minister. His succi’ssor, Morarji Desai, wistdy withdrew 
the tax in the 1959-60 Budget, and the exit of this tax was accom- 
plished with remarkably little fuss. 

THE GIFT TAX 

Under the gift tax (yet another of t&c ' 'xes tracing their paren- 

•• 26 August ms;. ^t) August 1057- ** August 1957 * 

Taxation and p. 8u. 
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4 age to Kaldor and Krishnamachari), which canve into force from 
April 1958, private companies and closely controlled p\iblic com- 
panies have to pay a tax on the value of the gifts paid by thepi. 
The rates of the tax vary from 4 per cent on the first sla/D of 
Rs. 50.000 of taxable gifts to 40 per cent on gifts totalling over lis. 50 
lakhs. Normally it is the giver who is taxed ; but if the tax 
cannot be recovered from the giver, then thf Haker' will be taxed. 
A modern Portia might well have remarked : 

The taxation of gifts is not t(^-be restrained : 

It touches him that gives, and failing there. 

It touches him that takes with equal ease 

The gift tax is, in a wav, the logical outcome of the new t.ixes on 
capital gains and wealth. If the validitv of the other taxes slu)uld 
be accepted, then this too w'ould be defensible, for certainlv it may 
be expected to facilitate the’ prevention of the avoidance (»f estate 
duty, income-tax, w'ealth tax. expenditure tax, etc. It may even 
be argued, in defence of the gift tax, that in levMng it the (iovern- 
ment had in mind, not so much the netting in of much levenue, but 
rather the minimisation of the evasion of the other taxes. 

r oncliision 

The above /apid survey is an attempt to present a consjx^ctus of 
all the taxes that at one time or andther have been— or are being — 
paid by the companies during the past two decades and more. 
It must be abundantly clear even from this summarv that it is 
only in the post-freedom period that revolutionary tax-changes have 
come about. The desire to check evasion is ahvavs there, no doubt ; 
but the real, the overwhelming reason behind the fisc cd revolution 
is the Govemment’s^nsatiable desire foi more and more funds for 
developing the economy, and for meeting the ever-expanding civil 
and military expenditure. The socio-economic policies that flow 
partly from the objectives of the Coastitution aqd partly from the 
economic and political predilections of the ruling Party (the Con- 
gress) have bmught about ascertain tempo of national exjxmditure, 
and funds on an ever-growing scale are needed to meet it. The 
Finance Minister in Free India, and especially Planning India. 
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IS not a free agc*t . no Finance Minister wholly is He is obliged 
willy-nilly to put his hands into as mefny pockets as possible ai.d 
hand over the money so dihgentlv and adroitly gathered by him to 
thelBpending Departments of the ( ,o\ « rnmc nt India has bt cn ser\ ed 
well? on the whole, bj a sikksmoh of abk I ininrf Members and 
Finance Ministers Hut th<‘> ha\( had a diifir ult an almost imposs- 
ible, task to dischugl Ihc piobkrn rcallv his alwa\^ ]>ccn the 
ncccsMt\ to tax a i<liti\<lv biekward t(onoin\ tc) find the funds 
to run a comparatncK jiVKhm (wlii<h me in <ff((t an expen- 
si\e) administiatio*’ It y. eas\ to caMl and c ‘rp and it is easy 
to be wise after th( e\( nt But t iking i total \ie\\ of it all it must 
be concedc<l that the British 1 inan( ( M* mix rs aiiel oui own I inance 
Ministers lia\e on tin whede m idc lli» hot of what h 1*5 alwa\s 
been a bad job 

A \K10v s ( IK( 1 1 

Indn ^^rge tountr\ it i^ \tril\ what is oft» n ralkd a sub- 

continent’ Ih<n Is a ( < ntr il (joitrnnnnt ind tlnit ire several 
ProMiK lal or 'st iU (io\( rnnu nts 1 he 1 1\ s\ ^t^ m in Mich a country 
cannot hope to athn\< tin m it diiitv ml MinjdiMtv of i small 
countrx with a uintarx ( onstitution It is an iniontro\ertible fact 
that Indian taxt s an In i\il\ eumbersomc to ilmiimter \\ )id- 
anee and Ugal e\ isiun on tin orn hind ind di cks anel more 
rigorous Lhoks on tin otlui en ite i \uious spiral of im reaMng 
eurnbi isonn ni S', and eonipi< xit\ I ii^t i lonph >1 is loiind ind it 
is carifiilh jihiggdl tin renn<l\ starts a new diM wiili new 
coinplioatioiis and this chain n letn n gtn*. on A ted indiis- 
tii.ilist IS said to h iM r»maiktd \ hw inldlvint men in N»w 
Delhi imjio'.e the taxes tin \ 1 t th it time e inan\ moie 
and far nnae inti lligent nn n enitsule to tmd ^ >opln»Ks m the tixes l 
It is thus in uin rding sinicgh between tin tiwunnunt on tin. 
one band and tin \<r\ < U \ei t \aih is of t ixes f>n tin otlm and the. 
marks of tin stiiiggh in Msibh de iih on oui i »ni{ ’ ' eiimber- 
soim^cind ilmost baffling tax s\ stein 
# # 

•® In fiet, this le ids to imuasine iomple\it\ 11 the l>i Miiess ot^^inisa 
tion also, \s K K Hi7aiis,i\s inlon 'ti iintsiment in iinilir 

complex Ultra business imingeiueiits lia\e iisen in India duo to hifjh 
rates of taxation *( )wiiop.hip of i apital I a^uom i I>tH. 10, 

i960, p 1801 
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The Five Year Plans have introduced fresh problems for the tax 
system, for the Plans having been decided upon, they Save to be 
financed somehow New taxes have had to be hurriedly brought 
into existence and administered with the help of a SerMce that is 
proving increasingly unequal to these heavy additional respbns- 
ibihties New taxes mean new legislation, and, under present 
arcumstances, lia'^ty legislation The IncomH-tax Act has had to 
be amended with alarming frequency Either thesi amending Rills 
are introduced and enacted in a huirv . or yie Annual Finance Acts 
are made to do duty for effecting amendyrents to the pro\ isions in 
the IncoTie-tax Act In fact the Direct Taxes Administiation 
Enquiry Committee headed b\ Mahavir T\agi complained that 
''changes were being effected in the tax laws rather too frecpienth 
. . if such frequent changes were not effected in the tax laws, it 
would add to the cflicicncv of the administration .frequent 
changes mi the statutes should ho avoided \n eminent autho- 
ntv^ has roundlv declared that this habit of amending the Income- 
tax Act bv hav ing recourse to the Finance Act is ' a vt rv iinlu althv 
development” Another authoritv liktwisc points out that manv 
important measures do not even go to a SeKct Committee Ihe 
present tendency to intrcxlucc important amendments m intomc- 
tax and other exi'^ting ldv\s bv means of the Financt Rill which 
nev’er goes to a Select C omniittce is deeplv to be deplored Ml 
too often the Government is only too readv to take tlu line of 
least resistance, reiving with too much complacencv on the steam- 
roller majonty m the Parliament This is ver\ fai fiom bting a 
satisfactory or healthy state of affairs 

evils of hasty LEGISLATION 

Such hasty legislation in the matter oi tax laws suffeis from three 
mam draw^backs 

(i) loose and bad drafting , 

(ii) ill-conceivTd provisions , and 
(ill) too much technicality 

Report, pp 2-3. 

A. C. Sampaih Iyengar, The Indian Income-tax Act, p \ 

••N A Palkhiwala in ‘‘Crushing Burden of Taxation (Ihelitmlu 
Survey of Indian Industry, 22 November 1058) 
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Thus the whole income-tax structure has now become a ventable 
tangled of all sorts of clauses and provision:, and qualifica- 
ti^^ns and exceptions It is fatally eas\ for the unwary law-abiding 
cit^jens to tnp and fall into tlu quagmire of Ugal subtleties and 
sevm-e penalties It is not surprising that Kaldor after a cartful 
study of our tax system (01 want of sy ttm) with ngard to the 
corporations, found 1% a ix-rhct ma/( ol unncrcssar> tomplica- 
tionsfthe accretion of vears of futih < ndt.i\our to rtroncile funda- 
mentally contradictory ob]< ctnrs \ndhf found i\cr\ import- 
ant Section of tlu IndiaSy Income tax \(t dialing with companies 
"'a peculiarly badl> drafted purr of hgishtion The \irious 
circle goes on, and the tax expert and tlu tax c ms iltant run a 
permanent rate. ca< h trying to outwit tlu* other 

\part from tlu It gal aspic t jf correct and cfhcitnt drafting and 
clean and txpeditious administration, thf re is tnc ttonomic aspect 
of the *ight and proper use t>t the tool of taxation for#ichie\ing 
the ngh d ends 1 lu \ u ill ition fd i> ilu it s in iht pa^^t lias to a 
gieat extent been rts]>onMble for tlit < mpk\it\ and confu'^ion 
of the Itgisl ition and admim^tratu n of t ixe r« htmg to ct mpames 
Tax systems must iiltimatcK Ik jiulgt I >)\ the following basic 
entena adequat \ c quity administratis l c flu unc\ , and economic 
and scKial effects It will bt our t i^k in the nt \t chapti r to examine 
the eyolution and structure of cuq)oratt tax ition in India in the 
light of the'^e canons e»f taxation and ilso »\aliiatL the effects of 
corporate taxatum vn tlu \arious sectois of the economy 


** Indian fat Hefopm p S5 
•» Ibid , p 87 



CHAPTER IV 


EFFECTS OF CORPORATE TAXATION 


Exf^endiiHre tiscs to meet tneomr .the public 
revenue is regarded as hmttlesi and expenditufe 
rises eternallv to meet it. 

C. Northccote Parkinson 


Introduction 

In the second chaptei we saw that the corporate sector showt'd 
signs of rapid grow'th only after the late thirties, and we saw in 
the thirds chapter that the taxation of companies underwent a 
thorough overhaul in 1939. This applies also to the economy as a 
whole. It has been often said, and with no small justification, 
that it was only after the second world war that Indian economy 
began to change from a predominantly agricultural to an increasinglv 
industrial one. BefQre the second world war there was doubtless 
some partial industrialisation, mainly the production of semi- 
manufactures. As P. S. L(»kanathan says, “Progress was far from 
adequate and was mainly confined to consumers’ goods industries. 
Even these could not expand owing to the lack of purchasing 
power on tfie part of the large figricultura! popiiLition ; thus 
industrialisation was in the danger of coming to a halt unless 
rooted in the prosperity of the rural population".* Hut the war 
came and gave an impetu'^ to the growth of industries, and the 
industrial sector consequently played its part magnificently.* The 
present w’riter has liad occasion to .say elsewln re that * whate\er 
its attendant evils — !ind they are numberh'ss — War is a hustler, 
and under its pressure much hectic activity is usually witnessed, 
especially in the industrial sphere. In times of war, many an 
industry is started to feed the ravenqus war mj^hinc, and w'hen 
the war is over, such industii<s are turned to the tasks of a ptMCc- 

* Industrialisation, pp. 8-y. 

• See Fiscal Cammnsion Report 1940*50, p. 20 ei seq, and also A. C‘. 
Sampath Iyengar, Role 0/ Private Enterprise in India, p. 5. 
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time Economy ''*1X0 a ccTtain cvtent tins is what happened in 
India durAg the second \vorld war and the years immediately 
fctfowing. 


( hani^inii Stnuiiire of the lax Sjstem in India 

PRE-WAR PKP POM )I R/%NCI OI INDIRU I 0\ I K inKFC F TAXFS 

With d major war to b( foui'ht tlu fio\(rnm(nt liad ntctbsarilv 
to face the problem of waitim< fin nu 111^4 W hil» the traditional 
sources of rc\t niie in Inc^ w( it m nniv t ustr rn>» and land re \ emit 
the Indian financial s\st(m l)(tii\cd ill tht li ir lett ri^tit-j of a 
rogiessiv(‘ ta\ s\',tcni iinpt ^d on a bitkuard cconomv llic cliit f 
feature, of course., was the jac pond* 1 met *)f indirect ta\c*5 oMr 
direct taxes- progre^Mvt dm it 1 1 \* plaint^ but a \ir\ minor 
role in the fiscal s\stnii Hit onh <bi(*t 1 1 \ *>f an\ imp irtance 
was the income-tax but tin rccuj^l^ fiorn tin- taX r<pH#nttd no 
more ♦>» i » comparalncK ^mtll pi^nmtut * f tiic totd pubhc 
revenue of India I ami n \ < r u* th* u h a dm cl tax -till c xhibits 


I \ n I I 1 
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most of the inequitable characteristics of an indirect tax because 
it affects the landholders equally, irrespective of their income, and 
thus tends to be regressive in its ultimate incidence. Even if v'C 
included land revenue as a direct tax, the Indian financial system 
before the War would be found to be mainly dependent upon 
indirect taxes, as table will show. 

The table clearly shows that the two dinjct taxes (income-tax 
and land revenue) were together able to muster only about 2 $ per 
cent of the total receipts. During the period between 1921 and 
1936, we see that actually the proporti^ has been reduced to a 
certain w^xtent. In 1921-22, the two taxes together contributed 
30.6 per cent of the total revenues, whereas in i 035 - 3 b their share 
was only 23.4 per cent. In the above table the receipts of the Centnil 
as well as the Piovincial Governments ha\e been taken into ac- 
count. If the Central finances alone are taken into consideration, 
then the percentage share of taxes on income would be much higher 
as may be seen in table ii “ * 


T \ B L 1 II 

TAXES OX IXrOME AS PERCENT.VC'.L SHAKE OF TNIOX 

KEVEXrES 



faxe^ on Income 

Year 

as percentage of 
Vniofi RcienHCs 


28.9 

U)zz -M 

24 9 

19-23-24 

24.5 

19^4-25 

21.3 

1025-20 

20.5 

1920-27 

20 0 

1027 28 

IQ 7 

1928-20 

21 1 

1929-30 • 

20.9 

1930-31 

21.5 

1931-3^ 

22.8 

1932-33 

21 .6 

i9n-34 

22 4 

1934-35 

21.7 

I ,5-36 

20.7 


* Source : Z. A. Ahmed, Public Reienue and Expenditure tn India, p. 14. 

• Ibid. 
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Even so, the percentage share only ranges roughly between 20 and 
30 per cenf, whereas it ranges betweeng^ and 12 per cent when the 
Cw^tral and Provincial finances are together taken into account. 

nxcisc duties are levied on manufactuied goods locally made 
whe#eas customs duties are taxes levied (jn imported or exported 
goods. We see that the i)ercentagt‘s of nxeipts from excise taxes 
are low compared toUhe high yield from customs This shows, 
firstly, that consideralde manufactured goods \\(‘rc imported, and 
secondly, that the production of manufa( tuicd gc»ods was low 
in India. 

WARTIME sniFI H) INtKKASING I)lRh( 1 lAXVlION 

Out of sheer n(‘eessitv, the (io\ eminent h It tlie need to get out of 
this lut during the wai and rehmon* and more on direct taxation. 
Such a shift in empha^i-* was also facilitate d bv the cither structural 
change.-* that were fast taking place m the economy growth 

of the CO • rate sector consequent c>ti lame-scalt^ mchistnalisation 
and the increase in the pcrsunal incomes (oupkd with the drastic 
abridgemcTit <)f ini|)orts and a cone sj uncling increase^ in natumal 
production, brought about < cinsideiable clnnges m the Indian 
financial svstem The mam H'^ult was ar increa';e m the pcTcentage 
of direct ta.ves to the' total iiuonic i\iui in* gue^ the growth 
of the grc»ss t<»tal ta\ ie\enue and the giowth c)f taxes on income 
(including the cori>oration laxj 

Wo can now se<* c learlv the giadii.il gotwili, tirstlv of the total 
revenue, which has increas'd V\cn-lol»l m the co'.. • of two de- 
cades; sccondlv. of the taxes on income winch lu ' increased 
over twenty tunes , and Ihiidlv. of the penentage share of taxes 
on income, which again increaMMl from 22 3 \ k*i ^eni in 1937-38 
to 62.7 |>tT cent in Ic^3-44. and has smre d chnod to 32 4 per cent 
in 1958-59. The \insNitud!*s within the 22-vear j>enod notwith- 
standing, there has been a total inciease in the gn^ss ro\enue as 
well as rovenuo from the taxes on income, and a tcu.d rise in the 
perctntage share of the lattcu in the fonnei 

An interesting •('onelusicm Jthat emerges fu>m the figures is that 
while, after the War. the pcTccmtage of the taxes cm incom to the 
total revenue fell (from the wartime? iximuin of h2 7 i>er cent 

•Sources: Statislual AhstfUit ot Indu (Krlevaiit ve.crs) and Anmutl 
f^eporis tw Currency and issucil bv the l<c>er\c Rink of India. 
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TABLE III 

THE GROWTH OF CENTRAL TAX REVENUE 




Year 

Gross 
Total ta X 

Taxes 

on 

( 3 ) % 

"/( 2 ) 

( 'ustoms 

1 ' 

lixcne 

(I) 

Revenue 

( 2 ) 

Income 

( 3 ) 

(4) ♦ 

(.5) 

(6) 

1937-38 

82.41 

18.38 


43 ” 

7 . (>6 

1938-39 

81.87 

20 . 23 


40.51 

8.66 

1939-40 

«>).27 

21. So 

24.^ 

45-88 

6.52 

1940-41 

So. 77 

27.72 

3**9 


0.49 

1941 42 

112 . II 

46.00 

41 .0 

37-89 

M.15 

1942-43 

131 .06 

g2 . Oo 

(>i .0 

23.12 

12.70 

2943-44 

IZq . Zi , 

143-72 

0J.7 

26.57 

24.01 

2944-45 

357 -yo 

210. 72 

58.0 

39 70 

3 «.i| 

2945-46 

387-27 

20^ . I s 

31.0 

73 -<>i 

46.47 

2946-47 

344-85 

102.22 

55-7 

8t > . 2 2 

43 

1047-48 

332.19 

152 .61 

45-9 

127.47 


1948-49 

385-18 

203.10 

53-0 

126.50 

.V> 6^ 

2 <> 49 - 5 « 

389.01 

I 0 <^. 7 ) 

49.0 

I 2 |. 7 I 

67. Ss 

2950-52 

444-92 

211.08 

47-6 

i.s; *.5 

^* 7 -.'St 

1952-52 

505-07 

1S7.OO 

37-2 

2^1 .tiO 

»S. 7 « 

2952-53 

442.01 

285 2.4 

41 .0 

1 7 S • 7 S 

S^.oi 

1953-54 

418.07 

204.48 

40.0 

15S 71 


1954-55 

4.52.07 

1 . 59-59 


18J-87 

• 108. 22 

2955-56 

480. 45 

ifiS. |0 

^5.0 

I6f». 70 

M 5.25 

2956-57 

.566.58 

2t)2 . *12 


i 7 U 2 ^ 

!<;'>. 1 i 

2957-58 

673-44 

21 <>.S 4 

.^2.7 

170. 06 

27^62 

2958-59 

0<»8 . 2 7 

220 4» 


1 70.00 



in i943<-44 to 35 pcr*ccnt in 1055-5^)), the actual yield from these 
taxes did not register any steep fall. The record pen entfige of 
62.7 ill 1943-44 was the result of a yield of only Ks. 143.72 
crorcs, whereas the much smaller pu^amtage f)U32.4 in 195859 
was the result of a yield of Rs. 226 34 croies. The reason for this 
decbne in the comparative Importance of the direc t taxes must 
be mainly attribute to the phenomenal growth of the yield of 
Central excise duties. While the yield from customs and the taxes 
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on incomyhowsibut moderate growth, the yield of Central excise 
shows a rapid and steep use as miv»be obs( rved from the table 
gl^en above 

WAIWIME SHIH IROM (ISIOMS lo I Xf Nt |j( 

Before the War, customs wis tli« main sounf of revenue for 
the Central (.overnm.*nt llu m.M of rustom^ was -52 ptr ant of 
the Mai revtnue in tnd 54 S prr ant in 1938-314 With 

the beginning of tlu lai^ri --f il< import-' b< i mu imjios^ible 

Ibis drastu nduition \ iinpoit- ( iv, m 1119 . tu-. to tlu Indian 
pioduurs to imrea i tluir < liort- Ibis d uibl ution ^hiftid the 
inij)oitan(< fioni ciislorns clutii to < • nti il t \( ist tvbil iv 
clcaih in(luaU*s 


I % It I I 1 \ 


^ tar 

I* tl tt t •v 0 
( U t }f It 1 tii 

h i < 

-p — 

lit mr^ 

^ t t f tl J »cis<’ in 
n i 1 lit nio 

i<i 50 p> 

• i 

^ I 

10(0 (1 

r \ 


10(1 \i 

n - 

M -4 

10(1 (t 

1 

I } - 

1043 ^( 



>')(( (5 

I > 

■> 


Another n .wm f<»r the m* \\i i f » x* m Iniii ^ w the in rcised 
nninbei items Int !«( ir tht W ir ili*th>\\tre h\u \ b\ 

th»‘ Ontial (it)\einmi nt «>nl\ on si^ii nut h« kcn^sinf* motor 
spirits and stetl inp»ts lint turv u ir d inry tin \\ ir ntw items 
wtro added, uhile thf n wa-' a "imult in« • nn u u m the 

iate;i of tluMluties on tht iln ‘d\ ti\t.d 

POST-WAR OI-MIOPMFNTS 

The jxnnt shouM wot thus In.* outrh ’ td tint a declint in the 
late of increase of leMiiue fiom the dnit.1 taxes u also du* some- 
times to regressive indirect taxes a\fttr the War came to an end, 
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the yields of both customs and excise have risen considerably, thus 
relegating the yield of direct taxes once more to a seconfiary place. 
The forces behind this development may be indicated as follows;; 

I. Increased domestic production of both articles already being 
manufactured and of the products of the newly established indus- 
tries has resulted in a greatly increased yield of Central excise 
duties. TABLE V gi\es the index numbers of industrial production 
from 1939, which clearly shows a steady upward trend in industrial 
production 


T \ B 1 1. V 

INDICES or INDl’STRIVr. PRODl CTION' (i<mo u«») 


Year 

Jndt t 

1939 10 

no 4 

1910 41 

ll\ 2 

1041 42 

1^3 ^ 

1942-43 

*•'5 5 

1943-44 

120 8 

1944 45 

I 2 I 7 

i 945 - 4 t> 

120 0 

194^ 47 

105 0 

*947 48 

X05 it 

/94S 40 

115 9 

1949-50 

109 5 

1950 5 * 

104.5 

l 05 *- 5 ^ 

II5 4 

*952 53 

121.4 

* 953-54 

121.8 

* 951-55 

1 51 9 

*955-56 

163 0 

*956-57 

170 2 


2. The increased imports of capital goods for the development 
and reconstruc ton of Indian widustry have also swelled the income 
from customs. For instance, table vi gives the amounts spent 
' Source : Records and Statistics of Eastern Fconomtst, July 1957. 
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on machinery an(| on iron and steel imported into India from 1949 
to i9S4f cdlhpared to the imports of the^same categones of goods m 
19^8-39 and 1946-47 


TABLE VI 


Year 

Imports of Machinery 
<*>* of Iron and Steel 


(in crorcs of rupees) 

19^8 39 

25 

I9l0 47 

31 4H 

1949 3 <> 

121 n 

1050 51 

108 Ofj 

10-)! 5 ^ 

122 C)0 


loS S7 

195 ^ St 

107 S7 


The inert isc in th(>e impoit^ naturilh ga\c i benM Ut the >ield 
of import dutu'' also llu mci* is^ m tlu iL\i.n’u* in the 

early fifties must also hi asc iilnd in no small mt asurt to the libera- 
lisation of impoits polu \ uiiwwh h>llo\Md b\ tlu thin Union 
Mimsttr for (.omm<rc< and Indu^ti\, 1 T Krishn imachan 

3 A certain amount of initnti\i ttxition ind urtain tax con- 
cessions for the industrial class rtsult» d in tlu n.du turn df possible 
yields from direct taxatum \\c shall liM>k into thi^ aspect more m 
detail latw in the course of thcicli iptcr 

Vatttrn <f ( orp rate laxattin in India 
INCOME AND C OKPOR \TI 1 \\I s 

In spite of tlu‘ alxdition of ceil am taxes hki the Kxu'ss Profits 
Tax for encouraging capital fonnilion and in spite of the 

surgical partiticui of the countrv m 1047 ''*th it^* ittiodant sudden 
dimumtion of nsenue the ic\eniu fiom inconu and loriHuation 
taxes has reinaiiyd more or^ less constant The leMnue trom the 
income and coriwation taxes has n»)t shown an\ major natiom 
during the last fifteen \cMrs and lltL 'angtxl onl\ between Rs. 
14372 ciores III 1(>4J 4 t to Rs 220 tt »n loS'' V) t>n the othei 
hand, the xelati\e part plued b\ the loijKuation tax l>egan tc 
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assume on the whole a greater importance in t^e early years as 
may be inferred from tablj vii .• 


r \ B L k VII 

THE RELVnVE LMPORTAKCE OF THE ('ORW)RATION VaX 



Ta \t > on 

( orporation 

1 

Index of 



Income 

lax 

C or potation 

( 3 )«' 

\ eir 

InLliuiniff 

nu lusiie 

lax 5 itli 

pi r cent 


the L orfK^ 

of I P I 

f (liisi* 

Oj (J) 


ration lax 

i- P P I 

* 



(in 1 roirs 

(in trores 




o( rupees) 

of nipces) 



(0 

( 2 ) 


( 4 ) 

(-.) 

n)I 7 -i 8 

iS 

2 If 

79 5 

1 1 


20 2^ 

2 50 

92 6 

M 


21 ho 

2 70 

loo 

If 

10 10-4 1 

1 .. > 

- / / - 

f 2h 

M*' 5 

15 


46 Ot) 

II 95 

442 () 

29 

1042-4 ^ 

92 ho 

33 98 

I -’59 3 

57 

ion-44 

I 4 W 2 

58 2 4 

2159 7 


194 4-45 

210 72 

93 f>8 

3 p )0 f> 

»5 

1945-46 

201 15 

05 li> 

55-25 I 

47 

1946-47 

192 22 

77 

28-,9 9 

f 9 

1947-48 

152 (>I 

57 

17*7 f 

JO 

1948 49 

203 10 

h2 26 

2 JOf) 0 

Jl 

1949 50 


59 

IPH 0 

21 

1950-51 

21 1 08 

40 39 

1499 h 

i<) 

I 95 i- 5 i 

187.00 

41 41 

I 5 H 7 

22 

1952-53 

185 23 

n 

1922 2 

-’5 

1953-54 

164 38 

41 5 f 

1538 5 

29 

1954-55 

hh 50 

57 55 

1 382 6 

^5 

1955-56 

c 

'-r 

00 

0 

57 ^>4 

n7i 9 

22 

1956-57 

202 92 

51 18 

1895 9 

25- 

1957-58 

219 84 

56 13. 

2078^9 

^5 

1958-59 

226 34 

< 

54 35 

2012.2 

24 


* Source; For 1937-48, SU^tsiical Abstract ; tor 1918-59. Annual 
Budgets. 
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The yield from the corporation taxes ha^ thus increased consi- 
derably dwnng the last twenty years From mere Rs 2 14 crores, 
it reached the peak of Rs 95 18 crores in 1945-46, and the yield 
m\|ecent years has ranged between Rs 50 oo crores The index, 
agaip, rose from the base of loclin 1939-40 to 3525 i in 1945-46 and, 
after a more or less steady decline during the next decade or 
has touched 2078 9 ami 2012 2 in 1957-58 and 1958-59 respectively. 
Althqpgh the actual >ield has thus incitased phenomenally, the 
part played by the corpf)ration tax in the total scheme of taxes on 
ineomc has bdme^what liminished in importance after 1947 In 
1937-38, the \ield of the corptnation tax was ii per tent of the 
total yield of the taxes on iiu ome , in 1945-46, it was 47 per cent ; 
but, in neent \car->, the share of the corporation taxes is seen to 
be oscillating between 22 and 25 per ee.nt of the total taxes on 
income. 

In tnc above paragraph we took into consideration only the 
t ixes , . I ^ the (o ipinic^i in the form of the- corporation tax 

Hut th( cornpanKs also jiav the income-tax in addition to the 
corporation tax It would be pi^ iblc to gaugi tlu^ extent of the 
(orporile contiibutior t<) the tie isur\ if wc c \ imined their joint 
contiibution tin tre isni\ sh ►wn in \iiii mu ^ 

TAiu I Mil gives till innu d nceipt'^ fiom e nnj mn ^ in the form 
of taxes to tin ( entral (loxirnment 11 k figures in the t ibli iKing 
taken fioin the anninil (onibineel Revenue Vlohii >f tl!e Ce^ntial 
tind State (lov t innunts aid u pie renting as tin \ el > tin n lual 
amounts Tc‘e e i\ ( d will neH t^lK with tiK taln^ *uie'^ i k n 
from the Ihidge t irv M« m >i iiiel i \eeoidin^ t l t d)li the 
(Ontnbution rn idc b\ the ee^nipanies te) the r di Hial cxelnque^r 
has me u .isi (1 iiuirc th in huu te e n tin e- sine e ioJ9 4( 1 eom Rs 844 

c rou s in 111^9-40 iiha^giowi t<> Rs 122 ciore^ in 50 e 
saw ( iiliei that the e eintiibution fie»ni the ee)ipe>i tion t ix ahme 
has gre>wn b\ ne uh tweiitv times b\ Kis^^e) lor purposes of 
compaiison, the sm die 1 combined inekx is bettei th the higher 
index ulating le) the ee)ipo'iiion t ix alone because in the base 
vear (1939-40) tl^e. i m j)e>iatie>n tax stiuctuu hael not giown sufh- 
cic'nth and lunce the ce>lleetie>n wa^ ve i\ pooi s^) much so « certain 

• Soiire e, Cotnbinti I iiuitto anJ < e Ictounts of Central and 
State Goxetnntinf of India ffom 1017 5 ''^^ ■)9 (Taxes me hide Excess 

Profits Tax ml Hnsim'^s Piohts I ix ^ 
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TABLE VIII 

CORPORATE CONFRIBUTION TO 'I'HE TREASflRY 
(in croies of lupces) 



IfU nmi - 

l otal 

[2] as 

( orp 1 

/ otal 

IhJfX of 


fit 1 

Imomt 


fatinii 

i it \ 

( olmnn 

Year 

Piilii in 

tit \ 

(tilt 

Jiii 

J\iiii 

(<») 


C mi 

Rt tit tit 

' / (d 


h\ C >m 

(/^fl Sf 


fill Hit s 




pinti s 

Kit t 40) 

(I) 


Id 

14) 

Id 

{(>) 

* 7 ) 





/ 

ft 



( n 

M s > 

-- 

l NS 

0 {j 

7 n 

KHi* 10 

1 ) 

1(> >s 

!■> 

J 0| 

7 '>0 

<>J 

10 lo 40 

( nf 

ro 1 1 

1^* 

» l'' 

^ 11 

1(U> 

10(0 (I 

0 ->1 

I *) > 

11 

1 * 1 

I(» ON 

1-7 

10(1 1- 

s (i| 


5 ) 

I Of 

- ' 1 » 

* 1 ’ 

iO{J 4 > 

I <H> 

si -0 

1- 

il lO 

\\ 

1- » 

co(, 44 


0, 1 » 

«» 


» \ I 

1 

10(1 (S 

1- -) 

r 

l'> 

N , 0 ) 

J< I |0 

1 n- 

10 4-) (i> 

IJ -0 

\ '• 

1 1 

s I 1 »o 

♦ >N N 

1 1 f> 

1040-47 

Jf* nl 

11 

1 

n J- 

N * 1 5 

lO ) 

10 - 17 - 

JO s 

><l 


1- IN 

>'l 00 

d»- 

I04h 40 

N- "n 

«»o -0 


( » ■* 

U\ N- 

/ 

19(0 50 


«M - * 


1 10 

* »N 

^ 1 

1050 -)i 

Or> 

*0 " » 

P 

1 I 11 

> i 1 

0 )J 

1051 5 -! 


I « 0 

s 

\ ~ » 

N 1 

0 , i 

IO5-’ ■> 

^c» 0 

I I » ^J 


1 ’ oS 

M 4 

nil 

105 ) )( 


I*'- -~ 

} I 

r> j i 

*') » 

J 10 

1954 ->■> 

/) U| 

III' 

ll 

d> 1 ) 

" ♦ t 

N 

1955-50 

Oi 

I »') 

ll 

/ ‘ 1 

1 1 

N- _» 

I 95 ^> ■)■ 

\ 

I^I l » 

- i 

N< 1»‘ 

1 1 Nfi 

III’ 

1957 

r 

lOj hi 

1 ' 

1 » ' « 

I'M >N 

I lO 

1958 50 

• 

I-J -S 


1 1 

I J 1| 

ni, 


inflation in \aluo lx rami* ])<»>mI> 1( I>iit inc nmr-t.i\ on tho lorn- 
panies a settUnl affair i\t'n in and thoro is not 

much sropp in that ropard for cxap^c^pratuin in tlu iikUx The 
perrentatjp shr-‘ of rompaaics in the income-tax ie\enu<‘ has 
remained more or Ic-s stationarx after an initial iivieasf' from 22 
per cent in 1917-3^ to 46 prr cent in 1939-40 In ab^^oliite terms, 
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it has increased fjorn Rs. 6.06 crores in 1939-40 to Rs. 68.82 crores 
in i 958 - 5 !f- Apart from the fact that^rates were being increased 
gradually, this phenomenal increase in the yield of corporate 
tawtion only reflects the growth of the corporate sector itself. 

THE PRINCIPLE OF ‘gKOSSINC 

Objections could raised against considering the income-tax 
paid 4 )y the companies as ultimate contributions to the treasury. 
This is because of the j)rinciple of 'grossing' which remained in 
force till the Kjsg-Oo .budget. According to this principle, the 
income-tax paid by the companies was refundable to shareholders 
in some measure and under certain conditions described already in 
the thiid chapter It may be argued that, after all, the shareholders 
constitute' the company, and if the income-tax taken from the 
companv is ])aid b«ick partlv or whcdly to the shar<. holders, it 
doesn t to that extent in\ohe anv net burden c>n thctcompany 
or, ulviiiKi * ! , on tl shareludder^ f^>ul this ar^^umemt will prove 
to be more* apparent than n^al if the whole system of 'glossing' is 
propel h examined. 

Now, according to this piincipl*^ wh“n the companies declare 
dividends 01 i of then taxed piolits, the diareholdei^ rectixe credit 
in theii pi rstmal iiRi>me-ta\' asst win nt'«» lor the iiKomc-tax paid 
by tin* companies Heie the pciint to be caic'fully noted is that 
this acUantage applies onlv to the amount actually distributed, 
fi>r tlie undistributed prolit'^ will still liave to bea’- the wdiole burden 
of the inrome-ta\ In the seeond ch ^^iter wt sc . after t»iking 
into aceoimt the (‘ H K. statistics and the Rc^si‘ive . nk of India 
sur\e\ of the Indian cimipanv finances, that Indian companies 
ploiigli bai k neailv 50 ])er cent of their piofits. Hence we can 
con< hide without m<»ie ado th it .it least 50 per cent of the income- 
tax paid I)V the' companies did not go back — did nc^t have cwon a 
chance of gcung back whetlicr partly or wholly*- to the shareholde^^. 

F\ (‘11 wliOH' the piolits \v('ie distiibutt‘d. it was n : pos>ible for 
shai^ hokleis to get l)aik either as lelimcl or as ciedit the whole of 
the nil ome-tax yam by th^ c'c>iiipanv Th ' following illustration 
will iiiaki* this point clear : 

la't us supjiose that a companv cxinT taxable income Oi ixs. 100. 
According to the income-tax and supeiiax lates prevailing in, say, 
195^^-50. b' 51 5 ‘> (l^'' 31 a'' income-tax and Rs. 20 as supertax) 
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will go to the treasury, thus leaving Rs. 48.50 fof dividend distri- 
bution or ploughing-back. JEven if the whole of this timount is 
distributed, the grossed up dividend will come to only Rs. 70. to, 
according to the formula which we have already examined in «ie 
previous chapter. Thus the Government any how retains Rs. 29.50, 
^grossing* or no ‘grossing*. Hence the maximum that the sliare- 
holders can expect to get back works out to be slightly over 70 
per cent of the income-tax paid by the company (i.e. Rs. 2a out 
of Rs. 31.50). If we can assume further that only Rs. 25 (out of 
the available Rs. 4^1.50) is actually distiAbuted — and this is the 
approxim.ite proportion under Indian conditions- only Rs. 11.50 
(i.e. 36.50 per cent) is got back from the amount paid by the 
company as income-tax. In the ic )5 q -()0 Budget, the ‘grossing* 
system was abolished, which was at once a sensible and bold step. 
Although the ‘grossing’ system was supposed to have .solved the 
vexed pr^^blem of double taxation, it created more difficulties 
than it solved. The process bt‘ing a little cumbersome, it is not 
unreasonable to assume that many {H'oplt* did not claim rebates at 
all and so failed to bcmefit by the pro\isi(»n of ‘grossing*. Further- 
more, the rates were kept unconscionably high since the bait of 
‘grossing’ was also cjangled before the taxpayer, uhir h was rather a 
deceptive situation as above explained. It is gratih'ing, therefore, 
that ‘grossing’ has been gi\'en up for good.*® 

Another point too : after all, tlie modern joint-stock c<irnpany 
is in some unique way distinct from the induidiial shaieliolders. 
In fact, as we saw iri tlie previ<»us « Hapter. Indian judiriSl opinion 
itself favours this view. In modern times, the division t)f the func- 
tions of management and ownership in tlie corporate form of enter- 
prise is almost complete, thmigli not as vet in India. Actually, 
the shareh(dders of big coq>orations are now-a-days no better 
than bond-hohlcrs. H(*nre, whelhtT thev receivi* any monies back 
from the tax-gatherA or not unfltT tlie svstem of ‘grossing’, it is 
all the same to the corporation itself, .\s far as the corporation is 
concerned, it will worry only over the taxes tliat are to be paid by 

Out of the Rs. 08.82 crores of Inronio-lax pai 1 by ('ompanies, the 
shareholders received only I<s. crorcs liy way of refund cither in 

cash or set off agautst their tax liability m 1058 50 (information given 
by Mr. A. K. Roy. Scrret'iry of the I'lnanre Ministry) Keonomte Weekly, 
March 7, 1059. 
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It.— the taxes bqjng just an item of costs. Taking note of all these 
factors, vJe shall not be very wrong we treat the income-tax 
p^d by the corporations on a par with the corporation tax, at 
any rate for our analytical purposes. 

GROWTH OF THE CORPORATE SECTOR 

TABLE IX indicates* the growth both in the number of assessees 
and fn the total taxes paid by the companies. It is cl(*ar that both 
are showing iifi unmisti^able upward tiend. It is, however, neces- 
sary to see whether the growth of these is commensurate with the 
growth of the corporate sector itself and the growth in the net 
profits of the corpcjrate sec tor. 

From 11,372 in 1940, the number of companies working in India 
increased to 27,479 in 1939, which means a net increase of 16,107 
companies. The number of assessces who pay corporate ta.xes has 
increased only by 6.308. In 1959. out of 27,479 companies in exis- 
tentt oiny 10,777 paid taxes. Thif-, nearly two third, of the 
companies operating do not pay any tax This may mean cither 
that these companies an* sustaining los'^es, i;r that their profits 
are being eaten up by depreciation allowances, deyelopment rebates, 
etc., or that they are enjoying a tax holiday, or again, Mmply, 
that tlioy are ^omeho\v accomplishing 'plain evasion*. Profits 
and taxes, after registering a rapid rise till 1946. are both^ showing a 
slow, if also eiratic, iipwanl inmnnent. Wh^Tcas the taxe> paid 
bv the companies liaye in(iease<l by nearly fourteen times, the 
net piofits dining the s<imx' ]x?riixl h increase*! dy by about 
six times. In slwit, the cimipanies pa\ing taxes i ve increased 
by about 2i times, piofits b\ o time-, and taxes by 14 times. There 
is thus ample justification l«»i the contention mat, a> matters 
stand, too few c<)mpanii*s beai to > heayy a tix burden. 

coKiMiKMi' i^Ronrs 

Jhofit^ e'.pt i lally 111 the Indian context, dei>end miinly upon 
the •demand for gor Is, and profits haye naturally been growing 
because of the nomenaj demand during the years 1940-46. 
After 1946 we find that the profits are more or less steady, and in 
1950-51 the profits are seen to haye . tually fallen, while in the 
next year they haw gone up again. This could be mainly attri- 
buted to the situation with regard to the external demand. In 
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TABLE tX 

GROWTH OF THE CORPORATE SECTOR * 
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1949-50, the various war-ravafiofl countiios r<*(o\-orc<l fn»m the 
war-effects and were much more effectively competing with India. 
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But the Korean JVar, which started in June 1950, gave a stimulus 
to Indian ^exports, and this enabled t^c profits to nse by 37 per 
cent in 1951-52 over the figure foi 1950-51 

/he giowth of th( tax \ield. Iiowcvm, dependent not only 

upoA the profits but also on •the tax of the Oovernment. 

In the^var->( .us, the ta\\ield had im leased more than the profits 
For example, in 19^1-42, profits mere wd o\(r the j>re\ioub \ ear's 
b\ let per (cnt, but tlie tax Mcld lOM b' 90pfr(tnt In th( follow- 
ing years up Jo 1945, ^his wa^^ loiiglih th( positiem on the erne 
lianel profit'^ wiu me Having vhuh natuialiv biought in more 
KveniK tliiough t i\t ind c»nth otlni Im ‘ tlu 1 i it - aKo 
wvre using at a pn tl\ lapid i it« Ho \ in incK i^( in piofit'- and 
tax latts j<iintl\ inf1iun<(> tie ii \ell < >ill Ik •^ll mi in the 
|)c»st wax \< ii^ ib» 1 \^n lliM li ]>i »hi i< in intd -it after 
the Will tht I i\ \ i« 1 1 lx in l(» f ul in hilv lx ot tl r a>} ’ 

p>st-wai Ibid » t^ r»ut u on l' < \i 11 11 cr i-t i lOg"' 40, 

lx LIU"* ol i. Ingl I i' iti n n i-^i 1 1 » 1 > < I la tl i ^47 4s 

Hudgit. '^ubM <|u< lit 1 " to ibl m* 1» 1 » « gill I luied 

lilt \ ]* M I lit 1 1 « ni til t i\ \ i Mp I I III ’ dv I u < » the 

iij u ist d L i \ T It i"Ui j 1 I ^ II I \ 1 r th I* M. r- "1 It of 

tilt I lit ( Is (ip^ t i\ \ It 1 1 n n I iii\ I ’nil i^h p nds 

upon tilt t tin 1 h n* • f 1 l\t'^ m ' i ’ in i ^ w* d usS 

tills I mbit 111 ii 1 ’ n I i ut 

HloHl U 1 W IMIS I im lO"I \N * PI KI in 

\\ I liivi s< » n ibi\t ih iT lilt 1 1\ \ 'Mii"iiai I I it I Ulster 

1 ite tli.in iht in< n i^e ol pi bt" in tli i ip rate " i 1 he main 

It ison for this is n it ii dl\ tin Ingiu i 1 1\ i ites iiif »ri.ed .ifter the 
e online lu ( nil nt of tin st t ) 1 1 w tihl w n I In ftll iwing t ibli 
till iHTuntagt tf pitMit" thu i pnblk i inp\n\ had l p\\ as 
in ‘im l.ix up! 1 01 p »i iti n i i\ m i ttn ti\ i idi" it \ uii^U" k\els 
of iiuonii It Is is niia d tli it iht diMihi b <h"tiiiuitid dump the 
kK \ ant t i\ ib*t \ I Us V. u.u to K "" th ni (» pi 1 n nt 01 llu pud-up 
eauktal l.ixi" lik 1 \iiss Puttiis 1 l^ and HiiMncss Prohts 

1 .i\ ail oiintti .Ul Ol 1 tlu pyiMiw ol ihi" t ibli because lhe\ were, 
aftei all of a ti inix)i u \ u iture and bisiK^ ilu\ ittietii onh a 
sognunt ot tlu piolils • 

We finel fiom i \ui i \ how tlu lali" (that is, rates of ineome-tax 
and coijxii.itioii t.ix alia ting the loipoiatioiis) ha\e more than 
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doubled during tlie past twenty years : from 22 q per cent to 46.5 
or 51 5 per cent 


TABL^ X 

PERCENT \c;i: OF (OKP()K\rn t\xes on 
COKPOR VTE PR(^EI TS 
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in 1947 to 1950, tljen the percentage tax liability of the corporations 
in relation ^o their profits would be as ^own in table 


TALUk XI 

COW’OKATl*: TAX MAIilLITY OF CKKTAIN INCOME CiKOl’PS 
{lixpres^ed in term> of percentage) 
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the saleb tax or exci^^e duties do (for they immedidtcly increase 
the prices of commoditicb)^. On the other hand, the po|^iilar senti- 
ment against the so-called ‘money-making ncli' is satisfied in s<)^me 
moabiiie b\ am tax impoMtion on t/ie cianpanic- 

F(/ects of ( orporate raxalion tn India 

Anv tax which hit'' a paituiilai section (»f the icononu .ind itdiiccs 
tlu axailable mean", is bound to ha\t cutain u jh k iis^ior^ I he 
tax might 01 might not 1)0 shitted but titlui w*i\ some iffiits 
must ei '.lie lK(ausc tlu existing allocation (»f usouins his been 
upset In the tax to a grcatei oi a sst i t xtt ni Ihus it ma\ lie 
taki n as .ixumi »ti( thitthemam di-t i imin.itiu \ aspc ( ts ol i oipo- 
latioii t ‘xes mii'.t make tlu m other th in lu iiti il in llu ii i Iti c ts * ‘ 

\s wc sm\ in tlu tiisi iliaptti llu tfft /s of iiui>oiitt t ixaliou 

- tlu of alino'.i in\ tax 'turn nu I'-iiii m tut i an Iv 

ambigiiou'' and uiucitun m th <xti«!u It is n<*t on ^ibh to 
rd lie with ultu icitiini\ nul piKision < iu>< - md « oi, ttp. lu < s 
in tlu tconomu "phtre llu i a»is< i ti< t id iiuvn-lnp iltii > i,^li 
w^ know th It uothuig 1 ipptus but his u ori^'nitM lu < «‘r 
caiists cannot dt ii]\ st iimI in ^mw iiist iiu f and this 

.l])plus pUtUUlilK l» lOiprVllt t l\ itlojl IT d Us » Utils ill. 

problem aciiuius a tin tlu r (ouij»h\il\ in w ii inn post war »nd 
mdiptndint Iiulia Ih< lusi I idiui toaionn duiuj tins pciid 
lids heem in tlu thiots ivonoinu jrr » th u d ii is n »t p jbh 
to is*, the cU<<.ts(if t<i\ation in Pm ' p indiue t > *n »iri\ bt i iUs< 
ol the fn qiu nt slntis m tlu miv uiui il\u ♦‘ononu nuidi- 

tionb” Lm n if iiriiin bio id tniuis i ould lu I'Milaiiud itnii- 

rrt/e statistic nl fk»nuuisti at ions mint bt j)ra« tn ill\ iinpitssibl 

XtVtrtluhsv It must br still worth wliih to stiuK tlu iIImIs ot 
ccijioratt taxation in Indui bt « ims» as \\c s ,w m tlu s, < ond 
duifitcr tlu corporate s, » to» tlu ugh onb^s^qjv suuH \ut, 
occupies an ini n ism^K imj ortant plu* m llu Mf.noim ol the 
countiN Onl\ a rardul stud\ of tlu dh 1 1 ol (oip«a »tt t ixation 

Harold M Somers PuUu / n^uut ti id \ iti noti I lu no pp 
2^1 2 What S^muTs si\s . IkuiJ tlu <lisc iinua itoi \ n.itiin ol \nuiu in 
l orpor lU Taxat ti ppli< abh tn ih< Indian < <^uinU iparl dv) 

Sec [ K iuitUr' laxdion InuntiMs md 1 in.uu t.il t.ipiMt\ . 
st f R , Ma\ 105 4 P 5^*7 
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in India can provide the necessary clues to help us to devise ways 
and moans%)f improving the corporate tax structure and making 
it serve best the national economy. Taxation as .1 tool in the hands 
of \e State can be useful onh if it adin xt- wliat it is intended to 
achieve, what it is jnojxT foi ]| to adiK'vc* . .md to know whether 
it has peifornic'd the n< eded function^ i ^tud\ of tin ffUcts of 
taxatum in the aifd tin be(olll(^ \er\ ncfe^-^arv, how- 

ever fiaiight with dif 1 i» ultK s -in h a stud\ nia\ h( 

i*sVf Hoi (H.K xr I 1 1 1 ( 1 -' 

It is a tnii'-ni to -a\ thet hn\^ hfitk |‘\(ln‘loew 1 nnd 

])h\snal etfect- 'lh<* |>-\ « liok.un al di* ili-t-. aonl. . f t 

the “intentions nn»ti\ i'ti<*n-, tin*. In Ii.a i< nn oi i w-nn -- iu,ni<iLfer-. 
capitaliM-, workei^ and (onvvmi*!^’ .n dile rent 

fiom tlu* ]>un 1\ t i oijoniK •>! J^h^ -e ^ < i t \ ( h ni • ^ oi the 

flow <»l liincK .ind on dt iii-iiifl am i In tl » i.hioj t 
perlhn*^ ' * i not nui h dihfpni# tie \\^ m t < i« of 

ilteils, l>nt in tin -not i 1 nn i • ! l« iii d 1 - in ih* t \ 

without avtuaiU duuiLinig udei lie i o-t or 

di inand taniu\Mili»K imi iti« ’ e p wmiJ. ik 

tile ]^-\diol« ii dl ellt < t in n « 1 * - In It ' ^ tun 

imtaii'*!! ]it'i!iti>'n will 1 » e! t <. il*- n ik • » noiinc 
helniMoui aKo l<djin>,’ ! tile t ic> ih- ih uM wJiii.in it- tnin, 
is^ut in ,n lion Inotiei w >ni - «nit laxts n, ap^ I.* l)*’dtnthe 
iniinl ol lilt Ini na •h- ne i tl m 1 ...ht^ n it- pni-^.’ . 

IMdioWgu al t fie< ts ina\ Iun« iln i ah no rati' » ^ t'-ninh 
but inav latln I b* ba-t»i Ml It ai -n-j»i i« i , fa'-» I t»i blind 

pujuilne i\i< liaitl (loodt :i.41't 1\ -d\- t i it Niid* -ubitMixt uac- 

ti<»n-. t»f loipoialt oflu i.il- n<l -hao h.iMi » - ao ba-t«^ on all 
d(‘gitis ol ii^iuM iiU' and inl'*Mnalion oi iationalil\ and iiialio- 
naht\ Ilit\ ait «ondiiioned i>\ tin i ’• n n* oi o]>tiiin'-m 

01 ]xsNinn-in b\ intt 1 naiional it n-ion- ai'i*|H iluj"' In pt litu al 
pupie OI t^ratilu atitui” In -j'lu t>i -luk rial’ »r' p-\dio- 
logi^iil (‘fleet- (01 -hifts in nr III il atiitndt ire \m\ iinp'*itant, for 
tis M H (lopal tiii]\ '-aX'-. ibe ]'-\ e lioloi n al taeli'i w.tH iiuliico 
peopK* t«» sliN awa\ fiom li'-Vv ent« 1 pi i^t 01 th-toii iln diReiion 

'•(.hihaiil (\>liu The < oijx>i.ition ui ‘i» t tap^nitt* liuoiue lax. 
op cil , p (n 

Hir ( soia/iOM fui yitu / <n p 110 
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of investment, or keep executives from shifting Jo more productive 
jobs or reduce personal effoit going into production 
Granting, then, that the ps\ chological factor is imjxvtant, how 
are we going to evaluate it ? Fromnhe very nature of the proBlem, 
it is obvious that statistical or quantitative measurement oii these 
'shifts in mental attitude* is impossible, ('onsequently we are 
forced to limit our scrutiny to the variotis pronouncements by 
people in the know {or in a favouied position to judge) or ‘to rely 
on certain general indicators. For exanij^le, there are broad state- 
ments like the one which the Hindu maile in the course of a leading 
article : "The psychological consequences of the nc‘w tax pattern 
(the post-iq55 tax pattern is here referred to) have been more 
damaging perhaps than even its actual incidence’*.^* A simihir 
statement was made bv (» N Noel-Todd, Chairman of the Madras 
Chamber of Commerce, at the Chamb^T’^ annual meeting in iqsS : 
“In shojt, I would say that practirallv eveiv taxation measure 
recently introduced has had the efftxt of restricting or altogether 
removing the incentive of profit-making both horn the corpoiation 
and the individual". Such statemt*nts leveahng rt*prest*ntative 
psychological reaction^ to paiticular taxation measures could 
easily be multiplie^l 

TKFND OF I s 

IIiAvevei, lo jiidijc it oiiK ii > \ti\ gtiiti.il iiiannr r tlie 

impai l ()l fn >li tj\jtn»n i)’i th» iniiMb ol lh«‘ in\e'-l(Hs iki'UIm' 
must 1)(* had t<» an*( x.inunat Jon ol ih* t!»nd <>f s( c.uitv pi im*>* I he 
value ot the sliair* othit- thi tin mi » il p»'^ition of the 

comptinv . though thi- i-^ onl' i biohi t« udi p« ^ -f’ It n 

sornt tiint*'- Mtn ih it lln‘ valuation loiiqianicN It ^ a good deal 
behind tlu iiick.im in ilu ii earning p.avt r Toi exanqdt .in iqp’ n* 
when the \\ ai was still in an unpp <h< tahh '•tag<*. p' oplt < rnild not 
form a corn < t vi« w thi intiin i< wc)fih<»l rnanv of ih< (<»iiipanies 
opeiiiting in Inrlii \s the In.e^ttr's War /^^ </; nm,uki<l in its 
Preface, "it i^. not untrue to sav tint the ^hare pines hnve. not, 
taking an avtragf* of th* yeat'^ dilhpng liveK Ihrtefl fullv the 

'Towards a Kcalntic T.ix v foi India’, Intl> in / ran miK f nitwil, 
January i 2 <)^ 

** Issue dated M.irch 

See KaJ<lor, Jm /cii p 
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increased dividend-earning capacity in most branches of industiy . . . 
the share pMccs are, on tlie whole, rather below, and in some causes 
well below, the intrinsic value of the scrips concerned". But 
at ^y specified time the market value of any particular share 
depei^s more on the current dividend paid rather than on the in- 
trinsic worth of the company. Corporate taxation is prima facie 
more likely to be shiftfd to the sharehoklers (at any rate, in the 
short Bun), with the re>ult that security prices are affected. Norm- 
ally, once the new tax ^rojiosals arc announct*d, there will be 
witnessed the Agovian ‘announcement effects’ which, in the con- 
text of stock exchange ojierations, mav tliu- succinctly be de- 
scribed in the words of (ieorge Ihinell : "Operators h^arn of the 
new imposition, and l)ef(»re any balanc(‘(l judgement can be formed 
about its long-term ell(‘ct'^, >-p.ciilal«)r^ have ru>hed in, investors 
have taken fright, and the ])rices sharers affected have fallen 
sharply".*^ Some time lat<?r. and after the* play of balanrc^l judge- 
ment I tl'e ivw t ‘\ propd^aN, “\\4ien the speculative covering 
has finished, and eveiy i)arg.iin-huiiting investoi ha'- been sati^lie<l, 
the price of tin* share gradu.illv falK ba» k to the level at which 
its >ield and future pn-.pe('l'>, not oi tli» n w <lovetail in with 
the general patb^rn of the market’ 1^ tli»u weie uo p-teholo- 
gical effects on risk-taking and eniii)'rj-» d-.r < uliei lo taxation 
or to any governnu'nlal lnea'^^Ire. tie* --iMie pij«<' .vill in- evacih' 
like the old one witli minor ailju-tineiit- lh)u ing fi a;i lli.* disj )u:iteil 
value of the tax change. 

Now. wliat we have -^aid aht)Ve \\oi;hl l>t‘ all i’^ * if llie ta.\ 
changes wtTe few and far between I'lil il tiieie e i.unuroii'- 
tax measures embodying fu‘juent t haiigi*s in ta\-coverago and 
rates-structure, the capital maiket mii-f ine\itabl\ be in a chronic 
state of uncertainty and iii»m-a condition that l>y itself 
must sharply .iffcct tie- prices of srciiiilies. We could t^ike h>r 
our study the index of the aveiage piicc'- of »t)me reprcNtiitatix e 
securities compiled by the KeMT\e Ihink of India, c si it would 
be HQ interesting, and even a i<*w*iiding. task to study llio indices 
in relation to the Vix measures fiom time to rime. 

Twenty -ninth l'.dition j) xwi. ^ 

•• ’Slock h'xc hange and Taxalum Polu . in The Si^ck Exchange : 
A Symposium, cihttsl by A. K. Sur, p 51. 

••Ibid., p. , 1 . 
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Tax Changes 6* 
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2I6 lAXATION OF CORPORATE INCOME IN INDIA 

The period between 1939 and 1959 could be di\ided into three 
partb, \iz (i) T939-45 • The War period , (11) 19*46-50 ^TheTran- 
sitionarx Period , and (111)^1951-59 < The Plan Period 

f 

I 1939 45 THE W VK PLRIOn 

During this ptiiod t\cr\ \cai tiu ta\ latts were being raised 
to meet the rtquiitmtnts of tin \\ai butitiu tax lates did not 
ha\ t much influence on the minds of the in\ i stois or i n the sefunty 
prices Before 1043 i»\\ing to tht Allud rt\trscs the general 
unceitain conditions and tlu im)>osition ol the ^Excess Profits 
tax, the I'rices of sccuntu'- wtrt \er\ low As tin I mentor v Ytar 
Book puts it Indian markit ps\iloh)g\ is notiuioiisly mercurial, 
and as om deprcssnif^ (\<nt secitidid ain^ltr its itlut upon 
share and cc»mmodit\ j>ric(s was allowed lull ]>la\ Altti 1043, 
the Alius began slow h n io\ t ring lo'^t gn uiid ind pushing lot ward, 
and coiiseqiunth tlu brct/c ot (»ptiinism Itfan to blow with 
steadih increasing foue E^^cn the little mfliunct tic taxation 
measures had on tlu nnestor^^ miiids thus dwippe iiid alter 194 ^ 
Although the rates I os^ ami tlu rules were tightened tlust tailed 
to ha\e an\ marked ethet on tl e irt pm es Vs \ K, Mir s,us. 
‘ people no longer judged s<<uTities from the .luorm earning stand- 
point, The ide i tluit donunited br th innstits iml speeulatnrs 
was ca] ital apjucciitun in the mar Intuit lather thin duidend 
prospects • 

II 194650 THI fU \K\ IWvUl) 

In IC46 one < ould "t e tie full e he 1 1 >1 tit lixition nu I'-uies 
on the minds < f the irnesttus i ht maiu tixulul ind hjneia 
tion allowane t s cntln M d the iii\e'^ttis and * e < euelin^ i\ the prices 
of securities rose e on^uh rabl\ \ sinul ir 1 lie e t of llie t i\t s e n the 
pi>\cholog\ of ia\c-^te»rs was witnes-td in tl f \er\ ne \t \tar but 
in tlu o]>pe)sit( flirgrtum I he s<\(nt\ id tit le^- |S Budget 
presented b\ Liaquat All Khan maele so \iolent an imjiaet on the 
minds of tlu in\cstors that 1 hading irtuh in tlu weekl\ jenirnal. 
Commerce, declare el Nicer in e ne s being iiumyrc did a Budget 
of the Central Government hit the Strtek Exehangc so hard as the 

Twenty SI sth E>htion p s.xxvi 

•• 'History of the Stock Exchange in Ihc Stock I xihapif^e A Sympo- 
sium, Ed by A K Sur p 18 
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* Budget of 1947-48 has done. The blow has been so licavy, indeed, 
that the n^rketsf have bc<n unabh* to stand it From 2269 
(the base being 1938) in Ftbuuarv 19^^ tlu index fell to 217. i 
in March, and bv July it was as 1 (>\\ <is 19^ 8 an^l it eontiniicd 
thus^to dedine, clearly exlibiting tie rf|.n->M\( i>s\ chologie al 
effects of the Budget jiropo'^als tl e main m w inij)()’»itions being 
the Business Profits '*ax ami the ( aj.ital (idins lax E\en the 
substantial wateiing <!<iwn of tin ♦^iiginaJ lx ior( they 

bocaine law failed t(i n ’jton* tin Minfidtnce of the inxi^tor^ Aho 
seemed iiuleed^to ha\« r(<ei\cd almost a kn^(kout blow \Var- 
tinu* tax measuMNhad seuned r‘*asiiii.ibl( < nough but th(>« peace- 
time heav y imposts liad a diffinnt (canj tin r and the 

investor became (onlus(rl and maih ]».inirk\ 

Althougli lilt 1(^4840 ‘ind th< 11^49 50 tn# d ^ ard U) 

leversi' the trend in the '-muijv ii.aik» t i\ * \ (Mid r(»’' fullv 
succeed, the damage was Ixvt.r.d ((inplfif n p.ii Ihough the 
invest ! . I not a d«]U(sw#(l \ vfii atlcr 1 1 (• 1047-^8 

Budget, yet tljev win \m\ fai tiom itio\(iuK tU t^pt in.-'m rf 

1948 While as a win h tl < tax ; 1 im c/t tl • ( i iral (n*\trrment 

dining 1(147 V> aiiiiti* ii tp < mul. . ndu>tr\ ihnxieh 

incentn e tl ( i( witf rnarn < t!»» r i.tr o ’ \ I .d .(lUimiilK nur- 

tined fiai and sU'>]‘U x-n m t!.* v nd> • 1 i: r 1 *s n, sv , ( n inuiiit\ 

Apart fiom tlx matu ( (UitradK iot* t itt nu nt- d 1 \ tl e ruling 

]>aTt\ abniit n.ili naii^alx n i»iIii^-'M Ui* i r * tit (xa ernnartal 
rixa^ints hk« tl » Irxiu^tnai P«'x\ Iv h'Mon A]iiJ i< tie 
I>iM(hnd iinnt.iti n ('>r»’ n nr (» tr In t io;^) nti'>! 

of IixliiNtix-. Ihll (M.iitli It 4(* wMm r da ; •hrt.ttxn 

to rtdiut- t'l (Xtii t(j ntuii !im ’N » t’M ii\ t in -- lit tax 
nx asuit s in t jx tanat tiig tlx in^ t '^it ^ - 

In thelattrr l»a!l ol iN \. ^ jti^. tv -g il i. in rtlaxtd 

tax j olx \ anl tit K* !« an W.j < -t ’ -U' ) 1 i » s 1 1 j j it» n-t. 

E\ t n th<»i h tl t It V an 11(1 ’• i-t n la^ » o ^ n il » it =;t lha’t.* t, 

It did not Mtni it) b«i\t .11 \ ip]ittialH (’nt m' t' '^t«'ck Ex- 
change , as a mattti tf tat t tit iiKt^ x iuali\ iut< i-td cxl 1- 
biting a fa\ouTal>lt imput tn lit 1 x-r ii'nmunilx lhi> 

fa\ oiirabh* turn was niainlv* due to tit tioixMit niatie 'w the 
Finance Mini^tei , III his Ihalgt i Spt < iji lit \tai iosi-52 .t ward- 
ing the mx'essitv of lelitf tt» tht diitti ta'jatii'' I knt)w that 
Issue datt‘ 8 Man h Uh \ - p |i i 
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there will be some criticism that the entire burden next year has 
been throwi on the taxpa^^er and that in distributing! this burden 
the direct taxpayer lias been let off more lightly than the indirect 
taxpayer". ]\Ieeting tlii'* posable criticiMU he affirmed that “a 
fair amount of the bruden has necessarily to be lai<l on tlu‘ com 
munity by means of indirect taxes". 

Ill* 1951-59: THE PI AN PERIOD 

Witli the bursting of the Korean War boom tlie prices of secu- 
rities began to fall In the 1952. 1955 and i95^Hiidgets, there 
were racticallv no changes that could afftit tlu^ psychology of 
the investors adverse Iv 1 he tax s\ stem being tlms largely neutral, 
ccitdin other t«ictori like the piogrtss ol the hist Fi\e Ycai Plan 
and the publication of the Slirolf Committee’s Report injected an 
optimistic note into the ca| it il maiket which risulttd in *1 steady, 
though small, rise in the si cuntv puces E\ t n thoiigli tin 1955 5O 
Budget Increased the t \i ise^taxes ind the personal in< oim‘-ta\es. 
It did not aftiet the stock maiket ad\ <‘ise*Iv probablx bnausc of 
the proMM(»n foi <hn t lnj>int nt iel»ati It is inlcicstiiig to set' that 
the Btmiba\ st(M k inark< t was all* t ted mu( h mou lli in tin ( ah iitt i 
maiket becMUsc oparatois at P>oinbav naeteil \iohnil\ to the tax 
charges falling on tlio bac kbone of the stot k maiki ts ninu'lv the 
middle cla>s within the Rs 7,5<x> 10.000 iang» But iln* j»osition 

stabilised Itself "oon 

Contrary to the usual a})pif In n^ions the Budgi t (haish 

though It w^s from the |) unt of vuu of the in\<'.t(Mj failed to 
iiTi|:)ress the market Ihit thu was not be<ause tlu sinngent lax 
me^usures had no xeaitions on the minds of tlu in\i*>to!s Ilu^ 
real reason was that the- market had alieady rliseountol the Budget 
well in advance, as ma\ lx* set n in the dn»p from 130 h in December 
^055 Febiuary 195b on the eve of the j>resentatii»ii of 

the Budget Actuayy, it may vnin strangt^ that security jaiees 
should increase aj/er siu li a Budget had bc*en piest-nteil What 
had happent^d was that the Budeet proposals had been pietcdcd 
by the most frightening rumours about the possibility of a Wealth 
Tax, a low ceiling for industrial income., an Expenditure Tax, 
rationalisati >n of the sales tax through the introduction of heavy 
excise duties, direct control of dividends, a straight steep rise in 
the corporation tax, etc , and the Budget reality, bad as it was, 



EFFECTS OF CORPORATE TAXATION 


219 

was rather better than the grim forecasts and gloomy apprehensions. 
The tax papers liad indeed been prepared for the worst ; but wlicn 
the tax proposals were made k*nowij. liifl-sh thoiigli they doubtless 
appeared, they wen* yet almost a ieli< f to the stock market. ‘Tt 
migh* have been much worse*';. t!ie ln^•o^tor and the speculator 
thought, and almost felt a sigh of relief ! 

The prices were sloVly getting stabilis. fl at Hk h^vels, 

but the introduction of new taxe^ in Xo\( m]>. r ip5b. coupled with 
"recurnnt juovoe.itive ^laUnicnts” fn,ia th^ Finance Minister, 
presently reversed the trf‘nd. with tia result that fioin ijj 9 m 
Novembc'r 19.V> tlie index graMtatcd l.. rod. ^ m Apiil 1957. 
the commentator in the- Annual XurnbrT (r95tj. cd th*' Indian 
Finance savs, The fiincltinifuit.il outlnok loi the inaikct m ttriiw 
of the implications <d llie Ne(s.n«l F'i\( ^ « cir Flan i*> no doubt, 
healthv ev(‘n in the face of iiK itM d tax.itiMii , liutticn ha-^bc'*!ia 
comjdete leversal of scmiiment mi a lount oi ap].n In nsi.ms of 
furthv I lie i\ * I tax. vion” I h< h4T'* am** nioT» tli.in* 'U'^tiftcd 
iK'cause, in Mav 1957 \V» 1 i\ mi tie E\]m r inure Tax 

w'<*re mtrodiK(‘d which fu!tl'»i .1 « ruuat< I t' . fall v • untv 
])ric(‘s and tlie dinnnution ot il • tinbuM»-’r . f ih»* nn n-ir^ But 
there was a bulli^li rnaTiat in iwS'''S*c i'u t» an in u im 1 con- 
fidc’iire owing to tin t' 1 'n 1 un Tin n • and 

n<»t in.inv unfavouiabh t.ix nn 

'I he abo\e de'>» i rptnin m 1 tie k inaiktt ueAinufilN tlunng 
the tw'eritv veai'^ l>f*tw<f n itij9 aiul 1050 uilect'^ oiilv aspect 
of the }>ictiue * it give^ an 'idiiMtio^-* i»i tbi* m U(h ^ in the 
mental state of the mvestinr » la^.^ Fut, tlun in. an e tors ail'ert 
securitv ]>ru*es. and the* faetoT'- that att^M mo>t aie tlu iW.d and 
monetary j>olicies of the (jo\«:nmMa llu n a-CM for il :'' n ob- 
vious: modern industrv is complex tli.^t et c\erv pha^e of the 
jircwhiction and distribution cd goovl^^ lbiMnt*'-s and i'io\ eminent 
mevt eacli <»ther. ('oust c|uenil\ tlu aetums^ol the (lovernment 
exercise' a gnsat influence over the whole {province industrial 
organisation. Onenrist n »t theielorc attribute too much import- 
ance to tax megsurc's alone iii judging the j^-^vchologv of the 
business class. Tax measured naturaih reflect the social ph !v)sophy 
of the mling Party, and hence tlie^>' ludogical reactions of the 
businessmen to tax increases must be \ lowed agam*'t the background 
of the general econtimic and social policies of the Government. 



220 


TAXATION OF CORPORATE INCOME IN INDIA 


PHYSICAL EFFECTS 

The repcrcossions of a tax increase or decrease on the psycholo* 
gical outlook of the in\estor are im^rtant only in so far as it 
affects his actual economic actions. Thus the jisychological effects 
of taxation measures make but an indirect impact on the economy. 
But tax changes and tax increases ha\ e certain direct effects as 
well In other words the direct ]>hvsical effects on the flow of 
funds, and on demand and supply, have a piimarv place in the dis- 
cussion on the effects of taxation. The fundamental question is: 
What are the economic consc^qiiences of the deciAse or increase 
in the flow of funds -as taxes fiom the coiporate sector of the 
economy to the (loxernment ? Here we are not taking into ac- 
count the mental reactions of in\estors to tax changes, and hence 
our concern here is to examine how the intrccLsc^ oi reduction brought 
about by taxation in the net dwpoNdble i>rohts of the corporations 
reacts upon the economic action'^ of tlu corpoiati sn toi not to 
mention Vhe effects of sucli uicrea^e or rc<liution in tl»e economy 
itself as a whole 

THE PKOBLFM OF sHII IINC.’ 

It !•> \er\ seldom that < ne conns a< roN-^ i (ompKtdx luutral 
tax Each tax has*it-* own unupn ranc:i »»f n |*t i* ussioris, i\en if 
It ajipan ntl\ falK on all Hut tin jxisUk n i^ amntuattil if the 
tax hit^ <ml\ a paitnulir -^vtion a i onipar.it i\< K mu ill set turn 
— of the i(minunit\ Hun bound to lx at h .ist soim sliift 
in the innti\ ation> and tuionm IxluiMoui ol tht pf i*pl<* » om i inrd 
due to the imjio'.iiif n or w ithdr iwal ol tht ta\ 1 h< s* up* n ihmoi.s 
will \ar\ ol (»>ur f .iMoidm.^ to tin at tu il ptI•^t^rl'^ wl » in ulti- 
matcK ntpiirt 1 U In ir the biinh n of tin tax wr saw m the 
first chapter tie lhM»n of [»ublit finaiu t i^ \ 1 1 un.ibh ti> formulate 
a dtTinitni anMwr to tin rju« >tion Who ultiiiiatt 1\ bears tlie 
burdtn t>f tin tt^rporation tax ^ Is thm slnttme at all ainl if 
there 1^ on w}if>m i> the 1 1 \ ^hifbd? Howivti it was also s<e*n 
that, according to the aoriomists m guieral tin loipor.ition tax 
cannot lx s) ifted in tlu slu/rt run. Hut thi> will hold gixxl onh if 
profit IS considered as a reward h^r t<ie eulnj^nmurs In actual 
practice ar * this is more sp in India than elsewheie*- such is 
not the case Not the pure 'economic' profit, but the accounting 
profit, IS rcckoncxl for tax calculations And yet it is verj' rarely 
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that corporations, charge the highest possible price, for what Carl 
Shoup say# about the USA ^is also ajiplicable to India : "The 
larger part of the corporation.income-tax is paid by torjiorations 
that (a) arc engaged in monopolistic competition (b) do not 
charge prices that are as high as they v ould charge if thev were 
consolidated into one firm” « Theuavmwhy the corporations will 
not charge the maximum possibh price is tlu desire to maintain the 
goodv>411 of the jieojile, c\en if this should mean diminished profjf;s ; 
as Frank Bower said, in Uis e\ idenc c br fore the Roc al Commission : 
"A businessman just docs not charge the maximum price of the 
market. He \alues Ins connection rather than Ins tcxlax s jirofit” “ 
Wc are unable, then to cemu to th< definite conclusicm that, 
in the .shoit nii. at anv rati corj>oi.ition taxes could be shifted 
But this IS not all A he aw tax oi a lug list in the tax rate is a 
very e*iffcient projxisition from a small tax or a smill rise in the 
tax rate Besides the long-iun i fleets rna\ lee different yorn the 
short lUii efUsts As Han M M ''oniiTs s,i\s ,\ tax whuh might 
theoretie all\ be imimstd nn jnite bus ne ]>i<lits would nut be 
shifted in the shoit run but tin taxes whiih iie actuall\ imjiostd 
on business imonu do imping* uii ilemuM' uth< r than pun busi- 
nt*ss proht an • ♦hire ton e en 1 ** si iitt I It th* tax r si is terx 
small ar.ei e iitails \ e r\ littl* s.i(iifue the tax might nut be shiftielon 
some bods else s shoulde Is Hut tbet.ixi swill defuutils be si.itted - 
at lea'll atttiiij»ts in tli it ’irntiMii it tin ti\fsmake 

iiuo.uN into ihi prutit-s OI iij\ Nt attualcUli 
In rasi. aVor|Hiiati *11 dn 1 U \ to "1 i* tax bnie u can do 
s<) in tliro« va\> m/ 'Inft it t » lal>t>nr l»\ < attiri' di>NM tiiNNagiN, 
to tlir mnsunuiN \>\ 1 iiNini,' tlx tirutN (ii lo il.i Nhait li< UUrs bv 
slashing thr diMtUndN \Vi shill ni*\\ lonsnU^ il t s< tine ]Hjsb- 
ibihtios onr b\ om* in thi Iiuliar i ‘iiti \i 

I. (tin\u iMiWN \\ \(.i \M> '♦HM iiM. 10 I Wc>l 1% 

It mav be slat» d at oine that noinialh it is imt i^nsvil K to shift 

'Inrulemo ot lyee oi-poration Iiuomo 1 i\ ^ i' J 

repiiiitCfl m f I ax a m p 
•• k)uote<l In Paul Strwlan N>mo ' mis K osi 1 h\ tin ivoport 
of the Ko\ il i omniission on tlu* I ixatioM « i Pi >nts I'ul Inn mi 
lelin of thf I of SUIt^tiic \»nembri lo-i'i p wp 
*• PubilC / iittii \i#/l IfhOtfU p . IM 
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taxes to laKttir bv cuttins down wagei. l>ecaus<‘ of labour union 
pressures ami (iovernnwntal regulations concemii^ minimum 
\vages, etc. Statistics of thV eaming^of factory workerj are collected 
by the Labour Bureau of the Union (lovcmmfnt and are publi^ed 
in the MoHiMy AbiiracI of SUAtsfui. and ranui xat, baj^d on 
these statistics, giv t's the annual average earning!) of factory li^ur. 
The data given in tlie talde relate to the Actories covenHl by the 
Pa^'ment of Wages Act of H)3h. and comprise the ]>ercnniabindus 
tries which account (i>i muie than eigljtv |»er cent of the total 
factorv einplovinent iii fmli.i and igain to\er ^*iilv those who 
get less tlian R- -'u> per in aitli inclusne of iKiniistw and othu 
allow am o. 
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Table Xin shows ^hal tlie wages have been rising steadily, except 
in 1950 whAi a slight decrease was witnessed. The maximum rises 
have taken place between the^years 19^0 and 1944, and between 
1:946 and X949. We have already noted that during the entire 
period* X 939 - 59 * taxes paic^by the corporations and corporate 
profits have risen in spite of the increased wages of the workers. 
This leads us to the Conclusion that the tax burdens could not 
have been shifted to the labourers. In fact, the taxation policy 
might have itself influenced to some extent the rise of the worker's 
wages during 1(^40-44. One of the common charges levelled against 
the Excc'ss Profits Tax was that it led to extravagant expenditure 
on the i>art c»f the corporation-^. During tlic two war-p)eriods, 
and C‘S]H*ci«ilIv during 1940-45. the import of capital goods wa^ 
not possible to expand the jjrodiictue a])j)aratus Consequently 
the enij»lovers might ha\e iiureascd the w .ige-pa‘'ket in order to 
gain t. n **U‘ fron the labourer-* and perhai>s also to the 

tax gatluTer. It is alsi> po^^sibh'. on tht‘«)tlM‘i hand that the corpora- 
tions, whethcT tlu'V liked it or not. were conij>elled (because of the 
ft*ar of trade union action) to mi^e wage> in re^^ponse to the 
increast'd war-tiine co^t <d li\ mg as ->hown m i abll xiv 

T A B L L X I \ 

ALL lS\n\ C'oXSt MEK PRICE INT>EX»» 


Year 

I nJt'v (10 ■ 

lop) 

97 

lO^I 

107 

I<>t2 

145 

*<M 3 

2(>8 

1944 

200 

1945 

200 

10 pi 


1947 



— — i 

•• See J. R. Hicks. IL K. Hicks and J RosUis, The Ta ratlin, 0/ Mar 
Wealth, p. 43 If. See also M. H. tk>pal, . at* Theorv of Excess Profits 
Taxaiton, pp. 2^3-5. 

•* Source . Indian Labour Gaxette, October 1055. p. 249 
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It is» of course, possible that the employers raised the wages 
more as a natural reaction to the Excess Profits Tax tnan in anti- 
cipation of ]>ossible trade union act^n. For one thing, trade union 
activity was not so ver\’ much pronounced then as it is now ; and, 
<?econdly. Go^'emment too was not favourably ilisix)sed towards 
labour. On the other hand, the leason for the 1946-49 spurt in 
wages should be mainlv ascribed to the widespread agitation for 
increased w'ages carried on then by the labouring class.** Ilf seems 
reasonable to conclude, therefore, that ^ apart Ironi the indirect 
influence of the Excess Profits Tax during the war-penod already 
referr^ d to, corporation taxes have had no ajipreciable effect or 
influence on the wages of Indian industrial labour. 

II. RAISING PRICES AND SHIFTING TO THE CONSUMERS 

Broadly speaking, the course of price h*vel in India in the recent 
past ha^ passed through distinct phases From 1039 to 1951 was 
the first phase, and it was rlraracterisod bv a steadv ujiwaid trend. 
From 1951 to 1959 wa*- the stvond phase, and it was chaiacterised 
bv an initial fall, accompanied bv a rising trend, as indicated in 
TABLE x\** of the general index of whoh^sidt* j>rn.t‘s of manii 
factured goods in India 

The taxes jiaid bv corjKirations also show' a similar upwaid 
trend, though some fluctuations are noticed after it)47 

The coefficient of correlation of the lax collet 1 10ns and the inilex of 
tlie wholesale prices of inaniifarturcd goudsworks out to he t 77Sb. 
This is a pronounced tM)siti\e correlation and suggests that both 
have moved together In oIIkt words this leailsiib to the conclusion 
that the taxes were largclv shifted to the ci>nsumirs Hut, then, 
are we justifietl in coming to this foiichision hy merelv looking 
at this high correlation ? 

It is commonly concealed that tlie price le\el at anv time is 
influenced by the sapply of go<Kls and ser\ices and the eff(*ctive 
demand for tliem Demand for goo<ls in a tommunitv could he 
gauged by the monev supply with the pubh* . and time are many 
factors besides taxation that affect the community's demand and 
supply. 

••See SIN. Simha ami K. N. R Kamrinujam. 'The I^esciit Ihice 
Situation in India', {RBI Bulletin, ^Llv p 

•• Source : C.S O., Statistical Abstract of India (tclcA-ant years). 
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T A B L l !. XV 


INDK:? OI' WHOLKSAr.!- I'HKIiS OF MANI FACTCKED 

(loou;; IN iNf)iA 


Year 

Index of Wholesale 

Prices of Manii' 
fac lured Goods 
( 13 a^e 1930) 

I9V^40 

132 


120 


iss 

10 J 2-43 

190 

I<MV 44 

252 


25 » 

10 IS 

240 

17 

2SQ 

i<t}7 ».•> 

28e 

1«) |8- i<i 

uo 

Hi I't-SO 

U 7 

It) »n 51 

'•St 

10M-S-' 

t'*“ 

los-i SS 


St 


lo^t-SS 

r: 

IOtS S'* 


loS'* 

A^'S 


.Do 

SO 

aoI 


IHi: FIK^I rH\sI A NIIIKK'-’ 

It lias l)ci*ii out bv 1 ) Sinj^h that “inonase in 

i lfoctivc ih niainl anJ rolatiM clrficuniv in mi]>i> 1\ ” tlu' main 
hirco^ iH'hiiid tlij rmi'ial list* in upto 1051*’ During the 

MH'oncl world wai prnod iPwa^ tin* abn rmal wai dimand that 
first srnt up the print's but thaiiK^ to liu' CiUitrul ]x» 1 f v of the 
< "lovernnient . piurs wrro U’latiwh >oTr '-table attci 19 13- 
•* Infltitioiuify I^fuv Itnuh »m InJtit snuc I03U, p. isS. 
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spite of the large concessions granted to the industry in the 1946-47 
Budget, prices registered no decrease but, on tho- contrary, 
continued to rise, mainly 6ue to the post-war release of consider- 
able suppressed demand. We may say that, due to a sellers* market 
prevailing during the period up to 1951, the producers were,,able 
to shift the taxes. However, this view does not quite carry con- 
viction. During this period the profits of thd corporate sector were 
steadily swelling, and reduction or cniiancemcnt of tax rates ap- 
parently made no difference to the continually rising price level 
as also the steadily mounting profits. Hence we can safely con- 
clude that prices would anyhow have risen, whether there was 
any tax c ' not, and whether the tax rates were high or not. Another 
aspect which is relevant here is the rise in the production costs. 
The cost both of labour and of raw materials was increasing more 
and more during this period, as table xvi^® shows : 


T A B L 1 . X V I 
•> 


Year 


Indian Labom Bui can’s 
Index of Labour 

Index of i o\t of Raw 
Materials 

(I) 


eamins;s 

(refers to the financial 
ve.ir) 

(0 

1939 


IOO 

IOO 

1940 

* 

105.4 

JiS 8 

1941 


1 1 1 . 0 

121.5 

1012 


120. 1 

I P .9 

194^ 


179.0 

105. 0 

1944 


202 . I 

TS5.0 

1945 


201 5 

200 . 

1946 


208.0 

210.0 

1947 


254.2 

245.4 

1948 


30^0 

251 

1949 


35^-3 

311-8 

1050 


331.2 

471-7 

1951 


356.8 

..... , 

524.1 


** Source ; For column (2), lydiin f abouy GnzeHc, October p. 

249 ; for column (3). relcvnnt Annual Roi)orts oi (Tirrency anil Finance 
of the Reser\'^e i^ank of India. For the years 10 jo sr, tho index refers 
only to the industrial raw mateiials with the base as k^o -ioo. 
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Thus we see that^emand had gone up, the cost of production had 
gone up tof>, and the taxes also had goije up. It is no wonder that 
the price level, as a result of this triple impulsion, also pursued an 
irresistible upward trend. In such a situation, how can we cate- 
gorioally say that taxes only, •taxes alone, have caused the high 
prices ? However, because of the inefficiently administrated control 
measures, goods go to the black market ; controls generally try to 
achieve too much and actually accomplish too little, sometimes 
causing more li^rm than^ood to the community at large, especially 
in an extensive backward country like India. The official index 
figures, it has been perceptively pointed out, ‘'substantially under- 
state the war-time increase in prices, because, during periods of 
price control, official ]>rices are used and no allowance made for 
black market transactions, which were generally of considerable 
importJince**.^® In the light of tliesr factors, all that we can say is 
that producers had no doubt ever\ chance of shifting thQ|Cori>ora- 
tion tax ; but if wc are furtlier to decide whether they did actually 
shift the tax ur not, we shall have to narrow down our enquire" 
and take up onlv particular industries 

THE SECOND PHASE, I95T-59 

The price situation between 1951 and 1057 was more complex 
than the j)rice situation ]uior to 1051, a period marke«l *%s we have 
seen by a fluctuating u]>ward trend. In the 1951-39 period, as 
may be seen from taule: xvn, the chief fcatu^c^ were^a fluctuating 
price level of manufactured goods, a steadilv ri.'iing trend in indus- 
trial production, and an initial fall of monev supjdy ollowed how- 
ever by a steep increa>e. 

The rising trend in industrial ]>roduction ha> helped to reduce 
the inflationary pressure.s generated bv tin* inci eased money .supply 
in the e<'onomy. A fall in the external demaiiil followed bv an 
adverse balance of ]>aymcnts position has further reduced the 
inflationary ]>ressures. The supply ]>osition has bocvune better, 

*• A. J. I^iown, Gtrat Ittftatt »/. p iSo 
G. N. .\rora. alter analyt.ifig five mi]Oi in for the 

periofl T<) J7-5T, I1.1S come to the coiiciii.^iijn ili it ‘toUtl taxes w’ere mostly 
borne by the con.sumers” ♦>/ ni h:J /, p. 13 0- His 

conclusions cannot, however, lie .uveptcil l»oeause his method of analysis 
is open to soiioii’? drawlxicks. 
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T A B Lr XVII 

INDICES OF INDUSTRIAL PRODDCnON AND PRICE OF 
MANUFACTURED GOODS AND IMONEY SUPPLY 


Year 

lnd(\ of 
Industrial 
Production 

Price-index of 
^Ifgd Goods 
( August 
1939-100) 

Money Supply 
as in March of 
the Year under 
Referenke 
(Rs crores) 

1951 

100 

195 5 

1065 87 

1952 

10^ 6 

3/7 5 

1702 84 

1953 

105 6 

107 0 

1750 96 

1954 

II2 q 

37 -> 5 

1841 80 

IQ 55 

122 4 

373 4 

1980 qo 

1956 

112 6 

381 9 

2184 31 

1057 

nr 3 

18c () 

2 112 89 

1958 

M9 7 

188 0 

2^SS 8^ 

1959 

151 9 

3<H) 8 

2 | 9 S 75 


and demand as represented b\ mone\ siipplv basslightlv decreased 
The result^ IS a more or less steady i>rice level During this periorl 
profits as well as taxes paid have been growing , and it is ]>ertimmt 
to note that the profits e>f the corj>orate sector have increased 
maily due to incj-easeel protlue tion' rather than inflateel ])rKes 
Once again it would apjiear that higher tax eollections are the 
result of incrca<-ed profits and higher rates coupled with the intio- 
•duction of new taxes 

\ buyers’ mxrkft 

The demand havmg fallen and the market being transfoimcd 
from a sellers’ to a buyers’ market tfuie is not even the shght(“-t 
suspicion of tax-shifting as we had in the former jHTiod (1939 51) , 
and this is amply demonstrated by the low correlation coeflicient 
+ .172, of the index of taxes paid by Ihe Loq)orat( stator and the 
index of the wholesale prices ot manuLicturcd goods 

Source Statistical Abstract 1958 59 and the Annual Reports on 
^''imency and I inance of the Reserve Bank of Indu 
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III. SLASHING DIVIDENDS AND SHIFTING 
TO THIS SHAREHOLDERS 

Our conclusion from the foregoing dfecussion would be that the 
taxes might have been partially shifted during the boom period 
between 1939 and 195X1 but might not have been shifted during the 
period after 1951 ; and this summary statement also conforms to 
the views expressed by Richard A. Musgrave in the context of 
the (wnditions prevailing in the U.S.A : 'Trobably the corpora- 
tion income-tax is shifted in part, although little is known about 
the exact extAit of shifting. It is perhaps more extensive during 
a war boom or a period of high excess profits taxation, and less 
extensive under other conditions, as in depression periods when 
there is no sellers* market and the rates are lower. Such evidence 
as is available, however, sugge.sts that under ordinary conditions 
a substantial — probably the larger— part of the tax is not shifted.'**® 
Musgrave, however, suggests that it is reasonable to assume that 
about two-thirds of the tax at least jnust fall on corporAe profits. 
In othr'f words, the taxes must either come from the company 
direct, which means a reduction of the amount ploughed back 
into the business, or from the shareholders of the company, which 
means a slashing of the dividends. Either a fall in retained profits, 
or a cut in the di\'idends, or both : such mnsi inevitably be the 
main result of corporate taxation. 

IMP.\CT OF COMPANY TAX.^TION ON THE LEVEL 
OF CORPOR.VTE SWINf'iS ,, 

David Walker rightly say.s that *‘it is not possible for any statis- 
tical study to ti‘ll the whole story about the efffits of company 
taxation on the levels of jnice^ and investment".^® Wliile statistical 
analysis cannot help us to arrive at any definite or final conclusion 
about the effects ot (ompanv taxation on the willingness of entre- 
preneurs to invent, it is po^>slble to examine tl^e impact of company 
taxation upon the level of auporate saving.s. To put in the 
form of a question ; What are the effects of coiqiorate taxation 

*• In his article*on ‘I'cdora^Tax Keionn' in PiOdic Fnuurt' and Full 
Fmplovfncnt, p. \-j \ sec also J< .V Musgrravc 1 T/ieoM' 0/ Finance, 
pp. 286-7. 

'Sf)iuo Ecf'inomic Aspects ol the Taxation of Companies* {The Man- 
chestci School, Jaiiiury 1031, p. 12). 
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on the availability of funds to cany out investment ? 

Naturally, this problem is closely related to the problem earlier 
discussed, i.e. whether the corporate^sector is or is not able to shift 
its tax burden to the consumers in the form of prices. It was found 
that taxes were probably shifted to the consumers in part djiring 
^939-51. thereafter, during 1951-59. the burden of the taxes 
was borne by the companies themselves. The related subject of 
investment possibilities could also be studied in two stages. 

VICISSITUDES OF CORPORATE SAVINGS : FIRST PHASt, I939-5I 

In India data are not available for all the corporations in the 
mannei in which they are presented in National Income and Expen- 
diture : 1946-51 for Britain. Consequently we have to be content 
with samjdes instead of the corporate sector as a whole. Here, 
for the period between 1939 and 1951, we ha\'e taken six industries. 
Table xviii^^ gives particulais regarding the finances of si.x leading 
Indian iildustries. viz. cotton textiles, jute textiles, cement, paper, 
sugar, and iron & steel, for selected years from 1939 to 1951. 

It would be seen that internal finances have risen from Rs 19.49 
crores in 1939 to Rs. 78.37 croresm 1951. Of this amount, dividends 
declared rose from Rs. 7.56 crores to Rs 17.81 crores, and tax 
payments rose from Rs 3 99 crores to Rs. 28 08 cror(‘s 'Fhe gross 
capital formation increased likewise from Ks. 25.97 crores to 
Rs. 89.56 trores. The table clearly sliov s how the coijxirate sector 
was unable to find resources for e\j>ansi()n internally anci was forced 
accordingly to resort to outside capHal for exjiansion e\’ery time 
it w'as needed. 

Between 1939 and 1951, while the net profits had increased by 
four times, tax payments rose by seven times ; and the retention 
of corporate profits nearly kept pace with the increase in jirofits, 
increasing from Rs. 5.49 crores to Rs. 20.76 crores. This does not 
quite mean that the^taxe.s have been shifted to the shareliolders, 
as we suspected earlier ; what has actually hapjiened is that the 
dividends, although they have more than dou])led, have not increas- 
ed commensurately wdth the four-fold inen^ase m the net jirofits 
and the retained profits. While j)rofits have increased four-fold, 

Source : Compiled from the* consolidated balance sheets published 
in the various ^ ubiications of the Association of Indian Trade and Indus- 
try, Bombay. 
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TABLE XVIII 

COMPANY FINANCES AND CAPITAL FORMATION IN SIX 
INDIAN INDI STRIES 

(in croj*es oi rupees) 


Receipts 


* v 4 -^ 

1914 


ltj,8 

1950 

1951 

Net Profits 

I . 00 

70. 


49 

(>7.51 

4 f >- 17 

57-51 

DeprccLition 

5 * 

12 

0. -O 

9. 41 

11.05 

17-75 

20 . 7O 

Total 

Pay mi uls 


S8.80 

105.21 

39.0 j 

79. 

58.22 

78.27 



JO <M> 

ss 

1 p 5<> 

14 • -^9 

15-33 

17.81 

Tax paMueiits 


|<> “0 

Oh n 

25 00 

W- 1^ 

20.72 

28.08 

Gioss in\ esliuent 

-T <|7 


1 1 75 

% \ 05 

f (>7 50 

57-9^ 

ho . 56 

Total 

^7. 

12S. 

07.0; 

71 51 

I 50.20 

(1 \ os 

t 

M 5-45 

Im lease in*])aid- 
iip eapital o\er 

IS ( , 

s7 

0 I \ 

I 50 



57.18 

pre\ iou‘^ \ eai 


^ . So 

• 1 s 

1 J IS 

22 


5 • 90 


taxes have increased seven-f(*ld ; since the ta\-(:atlierer has taken 
more than his ])rt»p()rti()nate sliare and the cum])anv lia^ retained 
its usual sliar(\ the shaieliold(‘i has had to he ®onttni with a smaller 
share of the incuased profits. It is thus apj)ro]>riaie t<» conclude, 
as Musgraxe h«is done, that a sizA'able part of the t.»x burden was 
really home bv the shaieholders. It may be calKd a nee:aiive rather 
than a i>ositi\e loss, but it \tas a loss all the same. 

This conclusion is further streif^theneil if we examine pjoss 
profits, taxes, dividemls, and retained ]>rofits plus dei>reciation 
as percentages of the total gross income as shown in table xix. 
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TABLE XIX 


GROSS PROFITS. TAXATION. DIVIDENDS AND RETAINED 
PROFITS ^ DEPRECIATION AS PERCENTAC^ES OF THE 
TOTAL GROSS INCOME** 


Cotton-Textiles 

1^)30 

I 94 i 

1944 

Igj 6 , 

1948 

1950 

IQ5I 

Grosb profits 

7 -^ 

2 C ).0 

23.1 

14.4 

14.6 

7-9 

8.3 

Taxation 

.8 

16.4 

16.8 

6.4 

6.7' 

3-2 

3.2 

Dividen \ 

2.4 

4.0 

1.1 

3 0 

2.2 

2 .0 

1-7 

Retained profits 
+ Depreciation 

4.0 

8.0 

4*1 

3-0 

3.7 

2.7 

3 - 4 

Jute Textiles 

Gross profits 

11.4 

17.8 

M -3 

II . I 

4.2 

8.6 

5.0 

Taxation 


10.5 

10. 0 

5*3 

2.3 

2.9 

2.1 

Dividend 

4 . S 

4-3 

2.8 

3 .« 

1 .6 

2.5 

1 .6 

Retained profits 

4 - Depreciation 

^ 5 

2.8 

1*3 

2.0 

. % 

L 2 

I . t 


Cement 


Gross profits 

17-7 

28.8 

23.3 

21 .0 

20 .<) 

20 .g 

2 L 7 

Taxation 

2.0 

O.o 

8.1 4 

6.8 

0.2 


().o 

Dn id end 

fi .3 

10.2 

fi .3 

7.0 


5.6 

3-9 

Retained profits 
+ Depreciation 

0.2 

12.0 

S.«i 

7-2 

0 h 

10.2 

II 2 


Paper 


Gross profits 

II. 5 


24.5 

20 . 1 

12. g 

10. , 

10 I 

Taxation 

1.9 

17.2 

1 J{ .0 

8.6 


L 4 

3 \ 

Dividenrl 

4-4 

3.9 

1-7 

3.1 

3 -‘^ 

|.o 


Retained profits 
+ Depreciation 

5-6 

II. J 5 .S 

6.7 

4.2 

8.0 

0. \ 


** Source : As for Table xviii 
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*939 

1942 

^ 1944 

1946 

1948 

I 95 « 

195^ 

Iron and Steel 

Gross profits 

30.2 

3 f -*5 

31-9 

^3.3 

15. i 

10. 4 

18.7 

Taxation 

8.0 

143 

II. 9 

9.4 

4.0 

5-1 

6.0 

Dividend 

13-5 * 

10. 1 

8.2 

O.o 

4.2 

4-4 

4 .*i 

Itetaiiifid profits 
-f Depreciation 

6.7 

• 95 

II. 8 

7-9 

0. 4 

0.8 

^.5 

Sugar 

Gross profits 

10.5 

20.^ 

12. ^ 

9.2 

1^*3 

7-9 

10.4 

Taxation 

2.0 

4*7 

4-9 

2.2 

3-9 


2.0 

Dividend 

4-3 

5 b 



1.9 

^•3 

2.2 

Retained profits 
Depreciation 

10.2 

lo .0 

4.2 

l-i 

0.^ 


s. i 

AllJvrhs - 

Cxross profits 

15.8 

-27*4 

21 .0 

l0.() 

M.i 

13-9 

14.2 

Taxation 

31 

II .0 

II .0 

0.5 

a • - 

3-9 

4 ) 

1 )ividend 

0.2 

() . s 

4.6 

4.0 


3 o 

3 i 

Retained profits 

T Depreciation 

<>-.5 

9.0 

0. I 

5 • 5 

5-9 


0. s 


(iross i>roftts as })rrcrnlagi\s ol*totaI s.ilus tt ll from 15.^ per cent in 
I93g t() 1^.2 per cent in r<)5i. Even tlieui;h taxation increa>ed 
from 3 I per cent to 4.^ percent <»1 the total f^ross met .ne ^oi "ale-), 
uivlistrilmteil profits phis clej>reviation remaineil at 6.5 per cent ol 
the total sales V is lunv quite clear that the main rea,son for this 
j)o.sition is tlie coiiHileiahle redu. lion in the percentage of income 
(listrihutecl as diviJeiuIs, that is, i eduction liom h.2 jht cent in 
1939 to 3.3 )»er Ce nt 111 IC151 

From a senitinv of tahle xx it can be seen that gross capital 
formation had nuire th.in trebUsl eluiing this ] eaio 1 p.e. increased 
from Rs. 25.07 cron\s to Rs. So.5() crores). whereas the net savings 
available' for investine*nt (retained •( rofits de]>reciatu>n allow- 
ances taken together) sluAved a lour-^old increaM\ (i.e. from R". 
7.94 crores to Rs. 32.40 erores). In monetary terms it w ill be clear 
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from TABLES XIX and xx how insufficient funds from internal sources 
were. Thus in real, though not in monetary, terms, there was a 
small increase. Whereas retained profits depreciation registered 
an increase to 408 per cent, the index of prices of manufactured 
goods also rose to 354 per cent.^both compared with the 1939 
base of 100 : 


TABLE XX 

NET COMPANY SAVINGS** 


Year 

1939 

1942 

1944 

1946 

1948 

1950 

1951 

Retained profits 
(in Crores of Rs.) 

2.45 

13.52 

11-54 

10.00 

18.80 

4.42 

11.64 

Depreciation 
(in Crores of Rs.) 

0-49 

12.49 

9 . 26 

9.45 

11.9.5 

17*75 

20 . 76 

Total 

7.04 

26. OT 

20.80 

19 . 45 


22.17 

32.40 

Index 

100 

328 

2()2 

245 

.587 

279 

408 

Gross in\'estment 

25 •‘)7 

• 58 

14*75 

31*95 

107.49 

57 -<>3 

89 . 36 

Index of whole- 
sale prices ol 
manufactured 








goods 

100 

255 

252 

2|0 

i88 

3 47 

354 


We can say this much, then, tha^ tax ]>ayments have caused a 
certain strain on the financial resources ol the coq^orate SL’ctor. 
It is true that, even if all the taxes were abolished, the cor])orate 
sector’s need for funds will not be met from internal resources 
alone. Especially in the j)ost-independence years, we find that 
outside capital brought into the corj>orate sector is much higher 
than the amounts ^laid as taxes. Ik^cause, it was - at any rate 
after 1947 — a time when the corporate sector was expanding, 
taxation by taking a part of the income which could otherwise 
have been ploughed back into the business must definitel}' have 
hampered the growth of the corporafe sector. The amount saved 
through the reduction of taxzftion might not necessarily have been 
distributed as dividends because companies would have ordinarily 
*• Source : As for tables xviii & xix. 





EFFECTS OF CORPORATE TAXATION 235 

* availed themselves of the concessions open to them when the profits 
were reinv6isted. lienee higher taxation must have resulted in a 
certain diminution in the flow of intemahfunds for investment. 

VICISSITUDES OF CORPORATE SAVINGS ! SECOND PHASE. I95I-59 
For analysing the effects of* cor])orate taxation in the i)eriod 
between 1951 and 1959! we may conveniently use the data collected 
by tha Research and Statistics Division of the Reserve Bank of 
India reganling the finaiK^es of 750 joint-stock companies for 195^-55 
and of 1001 c(%npanies for 1956-59. These data are not strictly 
comparable to the data ust‘(l for disnivsing the effects for the 
earlier j>criod. Whereas we took only six industries with more or 
less complete coverage for that jieriod, tli(‘ ])resent analv'>i'> i^» l^ast^d 
on representative sample's from as many a^^ industrial groujis. 
But both ])rocedures seem to lead to roughly tljt* same concluMons 
regarding the basic tendencie.s governing the div(*rs comixments of 
the co4])orate sictor. 

tliis period not many changC'i in the ba^ic structure 
or rates of corj'oiate taxation took ])lace, for the combined effec- 
tive rates ol inronu' and ('orjx ‘ration laxe^ d maiin d i onstant. 
The new taxes like tlie Wealth Tax. etc. did not jday anv nt*table 
])art. excejding foi tlie contuA er^ies they iunited at the time; 
and some measures like tlu' l>(*yelo})ment Rebate weie introduced 
during tin* early years of thi^ ])(tkh 1 to encourage corpora'te iuve.st- 
ment. Table gives tlie jiercentage ^liare of tin* various 

items, viz. gro.s.'^ trading profits (pnifits hefure tax - depreciation;, 
tax provision, diMdend-^, and retaineil priifits, in the total gross 
receipts of the corj>orate sector. 

The I'ercentage .share of gi(»ss tiading ]»rofits to total receipts 
was fairly constant, excej t lor minor lliictuations owing mainly 
to the current ronditituis. lH»r ex;un])le in loSJ, the ratio suddenly 
fell, oliviously becaiw' »»f tlu* tia.di ol the Jxorean War boom. 
Again, in 1957, ith tlie slowing diA\n (»f the rale i t incu aso in iieiiis- 
trial j)rh1uc1u»ii and with .shukmss in ctrt.tin -.ict(»!s id iiuhistry 
(prominent amon^j tlu ni lu-ing I'otton tcxtili's) the rate <»f increase 
in total receijits slowed ikarij and ])rolits ucnuled a stoe]i fall. 
Barring such fluctuations, the ]'iictis rilati\c to costs ’omained 

Source : Calculated front data givou in RUI lUdletni, Septentber 
1957. August 1039 and September 
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TABLE XXI 


Gross trad- 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

ing profits 
Taxation 

10 2 

7.8 

9.6 

10.4 

II 4 

II . 2 

9.2 

9.6 

ZI.2 

prov'^ision 

S I 

2.3 

2.7 

3.1 

3 3 

3-7 

3.0 

3.0 


Dividend 

Retained 
profits -f 

^ 4 

2 3 

2 0 

2 8 

2 7 

1 

2 7 

2.4 

2.5 

3.2 

Depr* ^n. 
Retained 

4 7 

3 I 

4-2 

4-5 

5 4 

4.8 

3 8 

4.0 

5-0 

profits 

2 3 

0.7 

1-3 

1.6 

2-3 

1.8 

0 6 

1 .0 

2 0 


reasonably constant. Fax proMsion too steadily kept pace with 
gross trading profits and remained constant, allowing, of course, 
for the increase or decrea«-e ’n the taxable profits 

But the most striking feature is the remarkable constancj of 
the diMdends declared They hd\c remamtd steady impervious 
even to the decline or rise in the ratio of grf>ss trading profits to 
the total receipts 

With the tax provision and dividends thus remaining constant, 
it had fallen to the lot of retained profits to accommodate the 
use or fall in the prices relatively to the costs The correlation 
coefficient of these two variables actually works out to be - .678, 
v\ Inch IS a very significant positive correlation In the earlier })triod 
it was the dividend which vv^as suffering attenuation to offset anv 
tax increases. But the dividend had bv 19*)! alreadv fallen cemsid- 
erably from the 1939 rate, and hence any fuither attenuation 
The position is not different with clcsely controlled corporations 
Ihe follo\Mng table gi\cs thefigun'> foi privite limited companies 
(Source RIJI BulUtin January ig-)0 and Noa ember utbi) 


; ^0 of total gross receipts 

1953 

19^0 

1957 

1958 

1959 

Gross trading profits 

7 2 

7 2 

7 ^ 

8 0 

8 b 

Taxation Provision 

2 0 

I f> 

i 5 

1 7 

3 1 

Dividends 

I 7 

i 1 

I 7 " 

2 0 

2 < 

Retained profits 

I I 

% 

0 7 

0 2 

s 

1 I 


Here it is t^rystal clear that iiftieMscd tax.ition has ad\ersel\ alfcclou 
the level of retained profits leaving the othei items prac tu .dlv iinaffectei’ 
one way or the other 
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was rightly viewe^^ with grave apprehension ; it has accordingl}* 
remained mftre or less constant during 1951-59, as indicated by 
TABLE XXII which shows diviejends as *j)crcentage of net worth 
for the period under consideration. 


TABLE XXII 


Year 

Dnndcvd (in percentage) 

1951 

3-0 

(for 750 companies) 

1952 

4.5 

do 

1953 

4.6 

do 

J 954 


do 

1955 

31 

do 

1955 

5-2 

(for 1001 comp.inic*.) 

1050 

5.2 

do 

’OS? 

I-o 

do«* 

I<)i 8 

5.1 

do 


o.o 

df> 


It would appear, then, that the practical)le minimum divideiul 
rate (about 5 per cent) having been reaclu^d, the extra tax burden 
has had to be borne by otliers than tlie shareholders Thus taxation 
or any other factor that causes the costs to rise will in the short 
run have to be borne by the cohijiany itself in the form of reduced 
retained profits, or even in the form of negati\*e reb ition, as ha> 
happened in industries like jute textiles in IQ52. 1955, 105b and 
1957 ; in cotton textiles in 1952, 1953, 1054 and 1957 ; agricultural 
and allied industries in 1952 and 1957 • mining in 1956. 

Table xxiii show's the ]>ercei»tage of tax jmwision to 
trading ])iofits (i.e. profits - depreciation) a^id the net trading 
profits (mifius depreciation). 

The tax j^rovision ranges roughly between 40 and 50 per cent of 
the net distributc\ble profits, but, as we saw in an earlier table, 
the taxation provision has xnore <>r less stood constant at about 
3 per cent (actually ranging betweeh 2 6 to 3 5 per cent during 

••Source: ftB/ September 1957. August 1030 and Septem- 
ber 1961. 
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TABLE XXIII 


Tax as % 
of gross 
trading 

X951 

195^ 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

profits 

Tax as % 
of net trad- 

30 

30 

29 

30 

■?9 

33 

33 

31 

26 

ing’ profits 

40 

4 t 

41 

42 

30 , 

46 

49 

46 

37 


1955 ^7) of fho total gross receipts. Even though in absolute 
terms the amounts involved may be considerable, relatively this 
3 per cent represents but a small part of the total gross receipts. 
Thus, excepting for causing slight marginal changes in the total 
receipts, taxation will ha\ e little influence on the gross income of 
the companies. Thinking of conditions in the USA, H. Dewey 
Anderson says that Taxatioi "'tends to follow changes in income 
rather than to cause such changes, and it seems fairly clear that 
taxes are incidents in businesi: rathei than dctei miners of business 
activity and income’*.*"^ By and large this a})i)lies to conditions 
in India as \\ ell .^taxation but follows income, it does not play 
the part of an antecedent determiner or controller. 

This conclusion is further .strengthened if we consider the present 
"buoyant business conditions" in India, when the economy as a 
whole and the coiporate sector in particular are expanding rapidly. 

We have s'ecn already that divld^nds become as it were 'sticky' 
at a particular level, and that the only variable factor that remains 
is the amount of retained profits which must necessarily diminish 
as the tax load increases. Thus the only legitimate conclusion 
concerning the effec'ts of corporate taxation on free reser\’es that 
we can \entiire is that retained profits w'lll nujst jirobably not 
rise as rapidly as thoy would have done in the absence of that taxa- 
tion ; on the contrary they might even decrease. But ])r()fits arc 
determined independent of the volume and rate of taxation It is, 
after all, the volume and rate of profit ratli(T*tluin the volume 
and rate of taxation that finally determine the amount that is 
ploughed hack into the bnsinfss.^* The absence of cciqxiratc taxa- 

Taxation, Pecovetvand Defence (TXJCC' Monograph), p 200. 

** See Taxation nn(|uirv ('ommission 105^-54, Report, Vol. I, p. 127, 
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tion might have left more fimds with the corporate sector for 
business expansion, but this circumstance would Pot by itself 
have solved the problem 6f the need for additional funds for expan- 
sion, as TABLE XXIV clearly shows.^** 

Except for one year (1952), every year external resources have 
had to be tapped : Rs. 71.82 crores in 1951, Rs. 54 25 crores in 
1954, Rs. 181.37 crores in 1956, Rs. 17052 crores in 1957, 
Re. 77.90 crores in 1958 and Rs. 78.86 crores in 1959. 

EFFECTS OF COMPANY TAXATION ON THE GROWTH" 

cr THE CORPORATE SECTOR 

The main conclusion to emerge from the foregoing tortuous 
discussion is that in recent years, by and large, corporate taxes are 
nol shifted — not to the labourers in the form cf lower wages, not 
to the consumers in the form of higher prices, nor yet to the share- 
holders in the form of diminished dividends ; the brunt of the 
corporation tax is home by ^he companies themselves in the form 
of reduced retained profits. If this were so, how' does it react on the 
progress of the coqiorate sector ? 

The essential requirement for the healthy growth of joint-stock 
companies is the willingness of individuals to supply effort and 
imagination to increase production. These j ioneeiing in(li\ iduals 
wdll naturally require capital to carry out their programmes of 
])roduction. The more there is of such ri«-k-taking, the more must 
be the demand for capital : hence the second essential require- 
ment, namely the readiness of capital to flow into the hands of 
the risk-taking individuals who arc ready and eager to ])ut forth 
the necessary imaginative effort for the reali.sation of their pro- 
grammes of production. In other wTirds, good tntieiireneurship 
and adequate flow of capital are the two factors that ensure the 
progress of the corporate «*ector There must be the demand for 
funds from enteq)rising risk-takers and the ready sup])lv of cajiital 
from investors to meet this demand. The conjunction of the tw'o 
alone can create a healthy climate for corporate development 
Now, corporate taxation obviously affects br^th the siipidv of 
funds and the demand for funds, as wc shall now' ])rocee(l to show- 
more in detail. 

Source : RBI Biilletia, September 1057, August 1959 and September 

fa6T. 
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SUPPLY OF CAPITAL FOR INVESTMENT 

Investm^t in fhe corporate sector is done out of either internal 
or external funds. Internal r&ources are the depreciation allow- 
ances and the profits retained lifter the payment of dividends. The 
prevailing tax laws can affect the quantum of internal resources 
available for corporate expansion in two ways : (i) Depreciation 
and amortisation provisions which determine what tlie taxable 
profit^ shall be, and (2) the level and variety of taxation which 
determine the amount ^f disposable profits left over after •the 
payment of ta>vs. 

DEPRECIATION ALLOWANCES 

We have seen in the third chapter that the Indian income-tax 
law has made liberal provisions for depreciation allowances. It 
has also been authoritatively held that the current depreciation 
law *‘has not militated against significant rising j>roduction from 
equipment w^hich, in an accounting sense, must be clecnfbd to be 
steeply d<»^hning in value'*. 

However, business interests feel that replacement has been 
made difficult because of the high and rising prices of manufacturers’ 
goods. Their contention is that the juodiicer who installed his 
machinery in the thirties and the early fortieses the wor^^t hit of 
all. As J. R. D. Tata, Chairman of India’s leading steel producers, 
said at the annual meeting of TISCO in 1951 : “The j^roblem of 
adjusting the rates of d(‘]>reciation for income-tax pur])oses to 
the present inflated co^ts of nychinery remains unsok^ed and that, 
in so far as the rates of de]>recidtion allow ed for ta-\ purpose5> are 
insufficient to meet replacement costs, the taxalijn of profits 
amounts in reality to the taxation of capital”. In other words, 
it is implied that when corporate profits are calculated without 
making any adjustment for the additional cost involved in replacing 
old machinery, the re^^ult will be erosion tlirou^^h taxation of indus- 
trial capital. It has been calculated that, owing to the over\’alua- 
tion of net profits, the iron and steel industry has l>ecn overtaxed 
in the period between 1937-51 to the tune of about Rs. 25 crores, 
w'hich represent the capital, erosion in that industry. Likewise 

Quarterly Kcommic Report (April issued by the Imlian Insti- 

tute of Public Opinion. 

Fina^tcial trends in Iron 6 ^ Steel Industry, p 40. 
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the capital erosion in the paper industry has been estimated at^ 
Rs. 2.50 crores between 1937 and 1953.®* In the sujrar industry 
the capital erosion has been estimated at Rs. 10.43 crores between 
1938 and 1954 and in the cemfent industry, the figure is Rs. 
10.75 crores between 1938 and 1951.®^ These figures are calculated 
on the basis of a 300 per cent rise ih the cost of replacing old worn- 
out machinery — bv no means an unreasonable basis for calculatioi . 
Such ‘capital erosion* is the result, it is sud, of the'faulty' practice 
of kalculating the depreciation allowances for income-tax and price- 
fixing purposes on the basis of the historical cost, instead of the 
act’^al replacement cost. 

Bat even if what the business interests say about the total 
depreciation allowances being insufficient to cover replacement 
reipiireinents is correct, the case for tax relief will not b(‘ comiJrte 
and unanswerable. After all, nothing prevents the companies 
from using at least a ])art of the taxed profits or even borrow- 
ing funns for the puq>ose of replacement. Besides, the nature 
of the administration of the depreciation funds by Indian 
companies is .such that the replacement funds of the com- 
panies are often mixed up with other re'^erves and freely used 
as working capital. Hence the Balance Sheets maintained bv 
Indian companies do not give the 'precise relation* between the 
depreciation allowances annuallv made and the actual amounts 
spent periodicallv on replacement Hence, too much imi)ortancc 
should not be given to results based entirely on consolidated 
Balance Sheets as the Association ,pf Indian Trade a^id Industry 
have done.®’ Indeed, the position in India is not as hopeless as 
it is sometimes made out. Actuallv. as the Taxation Enquirv 
Commis‘5ion says after a samj>Ie sur\Ty of the coiporate sector : 
"On the whole, the comjianies were able to undertake a gross 
fixed assets formation ... at a significantly larger rate than 
the e.stimated average rate of requirement for rej)lacement*'.®® 

** Financial Trends in Paper IndiiUry, p ^8. 

** Financial Trends in Sugar Industry, p 16. 

** Financial Trends m Cement Industry, p ii. 

See a study based on questionnaires received from selected indus- 
tries in India (N.C A E K., Rehlaccmefit Cost in Indian Industry : A 
Report, p. 17). 

*• Report, Vol. II, p 77. See also The Second Five Year Plan, p. 390, 
where it is said with reference to the first Plan period (1051-56) : "As 
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Hence, if past performances are taken into account, it appears 
that replacement has not been such a difficult problem as is 
made out by the captains of business arM industr3^®’ To alleviate 
any real hardship in this regard, the income-tax law was amend- 
ed in 1948 to allow industries to write off depreciation on fixed 
assets acquired in that year and after at a much higher rate 
than the usual rate. This method of accelerated depreciation 
lias pioved to be of inestimable value to the industry and has 
greatly helped the growth of the corjx>rate sector during the last 
decade. **With#ut this relief**, says H. T. Parekh, "it would have 
been impossible at the present cost of capital goods to implement 
any capital plan'*.®® It is, however, true that some companies 
which own assets that have a long life and have created specific 
capital reserves like Government securities or an insurance policy 
will be particularly hit by the rising ])rices. But such difficulties 
faced by a few companies are a minor matter considering the over- 
all high level of earnings and generai prosperity of the (Corporate 
sectc; ttci ^ '^diolo during the past decade and a half. Ai for the 
effect of corporate taxes on retained j»rofits, we have already seen 
that the volume of ])rofits ]>loug]ied back depends much more on 
the rate and quantum (.f ])rofits tluin on the tax rate or the tax 
yield. 

DELETERIorS EFFECTS OF COKPOKA'IE TAXATION 

The Economist once declared that "if ‘soaking the rich’ is the 
order of tlu*day. then the best way to do it is by in^ans of death 
duti(\s. The second best is by a wide margin in t* e income-tax 

roganls investment on rt*placeinent and modernisation programmes, on 
the whole, except in case of the sugar industry, progress was Svitisfactory 
It is noteworthy that the Royal Commission also rejected the 
'erosion of capiUil' argument ol the Fe<lcrdtion of British Industnes 
for tax concessions in the matter of depreciation allowances as they 
felt that the whole case dependN upon improb.\l>le*assumptions. Report, 
p. 105, paragraph 354. Bvt*n the Shoiip Commission, although thev 
rocommonrled a revaluation oi all business assids, found it neccsStiiA’ to 
s;iy that "wo ilo not favour replacement cost depreciation as a general 
rule. But when a monetary unUhas sunk almost to i ' 200th of its fomter 
value, depreciation based on historical cost can have little significance, 
and some way of relating depreciation to current price level become'^ 
necessar>'". Report, Vol. II. p. 120. Sec Vol. HI. Appendix C. 

** The Future of Joint Stock Enterprise in India, p. 3S. 
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between earned and unearned income. The worst of all — ^worst 
in equity and worst in its effects oi;! enterprise — ^is a ti:x on profits 
as such."*® Corporate ta&ation in India is a tax on profits, and 
consequently it must also have d^eterious effects on enterprise, 
and consequently on the growth of the corporate sector. Enter- 
prise is reflected on the investment made in the corporate sector. 
If it is found that corporate taxation affects investment adversely, 
then what the Economist says becomes a grim reality : equity is 
thrown to the winds, and enterprise languishes. 

Corporate taxation can affect investment in one of three ways: 

1 It can affect business costs and thus reduce the profitability 
of the concern: that is, corporate taxation, by increasing 
the costs, raises the standard of profitability to which new 
investment projects should conform if they are to be launched; 

2 It can reduce the return on investment that accrues to the 
shareholders, and thus drive them away from corporate 
investment ; and, 

3 . It can affect investment by depriving the firms of a large 
part of their working funds. 

As long as the capitalistic principle of free enterprise is accepted, 
the profif motive has to be the main spring of economic develop- 
ment. We saw earlier that, by and large, Indian industry had 
itself borne 1 -he tax burden withoift shifting it. It i^ reasonable, 
therefore, to suppose that corporate taxation has acted somewhat 
as a damper to higher investment. But it is not possible to measure 
in precise statistical or quantitative terms the extent of this effect. 
The period between 1940 and 1959 has been one of rising economic 
activity. Both the number and the total paid-up capital of the 
companies have bgen growing during this period. The various 
incentive measures — taxation and other — operating in the climate 
of a growing have on the whole helped to neutralise as 

far as possibL^ v.leterious effects of corporatc^taxation.®® 

»• Issue dated 8 February 194^, pp. 225-6, 

** But we do find a reduction in capital formation in the corporate sector 
in 1958 and 1959 which is rather surprising considering the bouncing 
nature of the economy. This slackening might be due to certain bottle- 
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The principal effect of corporation income-tax in an expanding 
economy vAth plenty of business opportunities and favourable 
business expectations is more the reducflon of the supply of avail- 
able funds (both with the corporations and outside) for new invest- 
ments than the diminution of incentives to invest. Conversely, in a 
contracting economy, the situation is likely to be reversed, with 
investment incentives imdergoing relatively greater impairment 
than ttie supply of available funds.®^ In present-day India, we 
can safely say that, becauee of the expanding nature of the economy, 
there is no question of a lack of incentives. 

A glance at the annual consents for capital issues by the control- 
ler of capital issues (table xxv) shows us that there is no lack of 
enterprising producers and promoters to float new companies®* ; 

TABLE xxv 


Year 

Number of New Companies 

Capital 
(in crores of 

1948 

375 

126 

1949 

326 

63 

1950 

203 

75 

195* 

343 

60 

1952 

254 

40 

*953 

232 

81 

*954 

220 

III 

*955 

28q 

J23 

1956 

297 

230 

*957 

345 

153 

*958 

282 

423 

*959 

294 

203 


necks like the difiiciilty of obtaining bank capital as evidenced by the low 
percenLige of borrowetl capital to the total capiti4l used by the corporate 
sector in 1038 and 1939. But, perluips, the tax measures hiid also some 
effect. In fact, the finance minister. T. T. Kn^^hntFmachari, introducing 
the Budget in the I^k Sablia on May 13. 1037, tinticipatcd such a slacken- 
ing. He said, "These measures are not intended to curtail genuine 
investment in the private sector, though it would not be unreasonable 
to assume that a slight slotvmg down for a skoft period will not, in the 
present circumstances, be undesirable**. Speeches, pp. 27-28. 

See James K. Hall's discussion of th© problem (A.E.R.. May 1054. 
P- 542)* 

Source : Relevant issues of RBI Report on Currency and Finance, 
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There are, of course, the usual year-to-year fljictuations due to 
the immediate economic conditions The question nof> is whether 
it was corporate taxation* that by itself slowed down the rate of 
increase of corporate in\ estment ? 

INVESTMENT RISKS 

Dividends are the obvious reward for nsk-taking A person who 
invests in a joint-stock company is obliged to assume thred’ kinds 
of risks these are firsth the nsk of losKig the cajutal altogether 
secondly, the risk of a fluctuating and uncertain income, and thii dl'v 
the risk of not being able to take back the capital if he wants to 
use it in anv other wa\ It taxation i educes the leward for such 
risk-taking the imestors will go in lor less risk\ investments like 
gold, real estate Go'seinment securities etc (This wa«^ wntten 
of course beldc the ‘Emergenev ' (aiistd b\ ( c inimini t China's 

1 \ it 1 L X \ \ I 

Difftnnct bitaiin I otal 


Year 

\ii Rtcdpts and 

1 ot il Pinments 

Paid up C apital 


vin croies ol lupec s) 


1939 

-18 01 

^ \i> 

1942 

— *>7 

5 bo 

1944 

(> If 

5 15 

1946 

—I*) T> 

li IS 

1948 

— 7 ^’ lA 

-2 10 

1950 

— 4^> 

^ 7 . 

1951 

- 57 i 3 

s 

195* 

— /I 82 

- 05 

1952 

I 11 

S SO 

1953 

—8 18 

s 7 t> 

1954 

—54 -25 

S 62 

1955 

—73 

II 

1956 

— 181 47, 

21 87 

1957 

-170 52 

27 40 

1958 

—77 go 

20 fi 

1959 

—78 86 

27 00 
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aggression and the. promulgation of thef iold Control Rules in 1963.) 
The existeifce of high taxation, thus drives even the little available 
capital awa}^ from the corporatipnsand they are com])elled to explore 
sources other than equity capital for funds. In India, during the period 
undef review, an interesting feature is that the j/aid-iip capital 
of newly registered firms constitutes but a fraction r>f thf* increased 
]>aid-up capital of all existing coiporati(jns.«3 liecauM* of the risks 
involved in investing in new fiiins, j>eo])le aie e\id(ntlv contcqjLtd 
with investing in the oldrr and bettei established ( orj>oraiu ns. 

Table xxvi shows how’ much the extra ca])ital l(»rniation is 
financed bv eciiiity capital.®* 

Evidently the tend( nev is in< ieas( d ]>loiigii bac k and incu.i:>ed 
loan capital to finance (‘X] ansion, latl^r tl an inrnastd r(|i‘ity 
cajiital.®® TABLE xxvii®® s1ma\s charly i ^'V. imnasingly loan 
ca{>ital is: bc‘ing used. 


T \ B L 1 X :t V 1 1 


Lfjiiii i jpii ii of 


Ycut 

/ nl i ! ( ,ip 
1 rd 

% 

1050 


1031 

. 12.5 

i<) 3 J 

;i.2 


V ).0 


42.1 

1035 

10.2 

lc;30 


in 57 

.40.2 

I <138 

20.0 

• 

1030 



See C hapter II .ilx)ve. Table xiv, p. iij 

datii for 0 leading indii''tne>^ ; 1051-31 Klil data 

for 750 companies ; and 1055-3^) KHl data for if»oi annpanies 

'fhis is because enterprise's in the n<%n (anenim«‘nt sei't«'r are finding 
it increasingly difficult to raise equity cnp!tal. (See fhe ('ast' jot Rth 't 
in Direct Taxation, p. 3.) 

•• Source : Calculated from the relevant issues of the RBI Bnlhiin, 
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This tendency has bccoine very marked only recently i.e. since 
and 1956-57* The reason for this is not far t& seek. The 
rate of interest has increased from 3.89 per cent in 195^ 4*55 

per cent in 1957, whereas the net rate of return on capital has 
fallen from 9.53 to 7.37 per cent in the same period. However, 
because of the name and fame of tlie established corporations, 
which give ample security to the investor, they are less dependent 
upop borrowed capital. A recent study by the Research Division 
of the Company Law Administration, f(5t exampk, shows that 
bigger companies tend to depend much less on borrowing than the 
smaller companies.®^ But again due probably to the Government 
absorbing a lot of available savings, the Corporate sector has to 
use very limited amounts of loan capital. 

Actually, what we notice in India now is a downward trend in 
the risks involved in investment. The risk of losing the capital 
itself is, of course, the most serious risk which the investor faces. 
The other two risks mentioned earlier could be reduced consider- 
ably by sufficient loss-offsets and a healthy stock exchange. Hence 
the investor who boldly takes the risk must get an economic rate 
of return on his corporate investment. This economic rate of 
return is the minimum return which he can anyhow^ get (for instance, 
in Go\emment securities) plus the reward for actually taking the 
risk. And the reward for the risk taken must naturally depend 
upon the risk itself, its nature and its \ olume. 

In his Enterprise, Purpose and Profit, D. H Maegregor has calcu- 

*• c ' 

See Raj K Nigam and N D Joshi, Trends in Company Tinances, pp. 
7-8. G. Balaknshnan of the Ciokhale School of EconomiLS also came to 
the same conclusion for the ye.irs 1050-52 after examining the financial 
experience of 260 small companies (1 c w itli paid up capihil less than 
Rb 5 lakhs) and 408 big compamc**. Sec G Rosen, Some Aspects of 
Industrial Iinance in India, pp 50-41 ^ also, G. Halakrishnan, hnancing 
Small-Scale I ndushies in India, 10501952 (Bombay, 1 9^2 ) A l<escr\^e 
Bank of India study hds revealed th.it bigger companies (in terms of 
total capital employed) plough back a higher proportion of piohts into 
the business, as compared to the smaller companies, thus the bigger 
companies are able to grow rather faster with the ail of this rekitively 
higher proportion of intenial financing* tlian the smaller companies. 
Higher corporate taxation mustithus, to some extent at least, stand 
in the way of corporate grow'th, and this applies more to the bigger 
than to the smaller companies. See 'Profits in Relation to Size of 
Companies*. P/?7 MulleJm MarrVi toco. 
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lated the risk fa^jtor in investment by taking into account the 
companies Aat went into liquidation. It is assumed by him that 
investors get practically nothing out of \he liquidated companies. 
Now in India, the statistics of companies which have ceased to 
operate may with even greater justification be taken as an indicator 
of the loss of investment, because there are few cases of amalga- 
mation or absorption ; and it is reasonable to expect that most 
of the* paid-up capital of the corporations which ceased to work 
relates actuall}^ to companies completely wound up on account 
of inefficiency and/or fraud.*® The capital lost by the investors as 
a percentage of the paid-up capital at work represents the overall 
risks in the long run. In India, both during the War and after, 
investment activity was pretty high. While examining the psycho- 
logical effect of corporate taxation we saw how, especially after 
1944 up to 1947, there was a mad rush for buj’ing shares of any 
floatation whatsoever. We shall now examine the risk factor in 
the po^'t-independence period*® {table xxviii). 

T .V B L L X X \' I I I 


Year 

Paid-up C apital 
at Woik 

Liquidated 

Capital 

Ri^k b actor 

1947- j8 

50().0 

9.01 

’ I .() 

1948-49 

5^8.3 

7 -'^ 

1*5 

iq 4‘)-50 

7-23 -9 • 

8.58 

• 1.2 

1950-51 

773 4 


1.2 

1951-5-2 

tS 55 .s 

0.15 

1 .0 

195 - 2-5 ? 


11. 


1951-51 


8. Si 

0.0^ 

1951-55 


8 Si 

0 .<jo 

1955-5'' 

102 1 . 2 

12. 7j • 

1.2 

1959-57 

1077*0 

7 59 

0 . 70 

1957-58 

1300.3 

12 SI 

0 . Oh 

1958-59 

1301). S, 

12.72 

0.S4 

«Sce B. 

R. Kishoic. Indian 

KcononiA 

. Febnian’ 1952, 

PP* 39-40. 

•» Source : 

Monthly Uluehook of Joint-Stock Com pan 

les, relevant issues. 
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It is clear that the trend of the risk factor is low, and hence there 
seems to be no appreciable disincentive. 

The foregoing analysis has led to^the conclusion that (i) there 
is no dearth of incentives for the growth of the corporate 
sector ; (2) the risk factor is low^ and is tending to decsrease 
still further ; and (3) fresh equity capital is still comparatively 
scarce. 

f 

WHO ARE THE INVESTORS ? 

Investment in corj>orate ventures depends upon the investment 
decis: ons of the investors. Wlio. then, are the investors ? How 
has taxation affected their investment policies and decisions ? 

If we take into account the small income groups, their main 
interest will only be the maintenance of their capital, and hence 
the^" will be inclined as a rule to play ‘safe*. Thev will not care 
(or dare)^to invest in new and risky enter] )rises ; their ])referencc 
will be for in\estinents in gold, Life Insurance, Banks, and certain 
‘safe’ coqiorations Morco\er, the Indian Income-tax Law, by 
exempting from the lew of income-tax amounts invested in either 
small savings or Lite Insurance, affords a great incentive to ]>eo])le 
to divert their savings to those channels of inxestment. Consc- 
quentlv, people with small incomes, being invelerately security- 
conscious, will inxe^'t theii moderate savings only in such i>crfectly 
safe institutions 

Thus it is only the higher income ]>eojjle who can afford to take 
sufficient risks* m the hope of getting *a high late of return for their 
investments. This will be clear from the income-tax stati.stics of 
the Central Board of Rewnue, from which it will be seen that 
dividend income is concentrated in the high income groups, that 
is, people w'ith incomes above Rs. 15,000 j>cr annum. Th(‘ concen- 
tration is not as pionounced in the income from securities 
as in dividend inccine, wh(n‘as income from ]>roi)erty may 
almost be said to be concentrated in the low and middle income 
groups. 

Assessees with an annual income of Rs. 15,000 6r behnv account- 
ed for Rs. 5.46, 6.54, 6.59 and 7.99 cnJres ri's])ectively of dividend 
income in the first four years siiecified, w hereas assessees with an 
annual income exceeding Rs. 15,000 accounted for Rs. 21.31, 
24.10, 24.60 and 28.86 crores respectively— roughly four times 
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TABLE XXIX 

TABLE OF INCOME ASSESSED’® 


(amount in Rs. cibres) 


Year-Income- 






ratine 

1955-50 

1959*57 


1958 59 

1959-90 


Tablk (ii* Dividkni) Income 


0-15,000 

5 - 4 (» 

0.54 

b.30 

7-00 

8.05 

15,001-25,000 


3*«4 

L 77 

* 1 * 3‘1 

4 . 7 » 

25,001- 100, oo< 

0.3^ 

11.20 

11.07 

M.22 

13-93 

Over a L ikli 

8.7.. 

<>.of) 

Ih 

10 . V* 

9.18 


'J'auli 

Ol* Sh( 

ckinis Income 


o-i 3,000 

0 t)3 

1.13 

1*13 

1.27 


15,001-25,000 

0. n 

0.57 

0-59 

0 . 5O 

0 . 39 

25,00’ -ioo.(»oo 

0 .i)\ 

1 II 

I . 20 

1 2o 

1 . 18 

Over £• 1 nkh 

0 6t 

0.07 

1 .20 

.08 

• S 5 


I'auij 

or BropijvIV Income 



0-l5,OtK) 

ro 

11.7} 

12.08 

1 ^ 58 


15,001-25,000 


I 

1 .0'^ 

I* 10 

4 * M 

25,001-100,000 

5 • 30 

l). 2 I 

0. I() 

0 . S< ) 

53 

Over a I^akh 

2.12 

2 .02 

1*04 

2.08 



in evc*n' instaiKv."^ Tlie distnbulion loss f;rc)'>sly unovin \v’ith 
regard to irtcomo Iroiii sccuriWcs. and oven more ir > tvith regard to 
income from property. 

The above conclusion is ^onfirm<‘d if wo examine the jiorcontage 
of distribution of the market value of shareholdings by various 
groups. In the absence of all-India figuies, we have to refer to 
sample studies. For example, a sam}>le studv conducted by the 
Reserve Bank of India in the Bombay City rvvealed tb.e ttiilowing 
figures, which are ol course very suggi stive. 

’® Source : Ont^il IViaid of Re\cnue, All-India huonie lax lit venue 
Slatislics (relevant years). 

'fhe rcimnkablo iiurcaso in iiiediv^dend iiuorur intheuuiler 15,000 
group lends support to the contention thfit .shares .no being piiichascd 
by lower income gnnips increasingly. See p. ::73 below. 

’■ Source : RBI Bulletin, Fcbniar\' 1053 . 
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TABLE XXX 


Income range 
(rupees per annum) 


0-4,000 

4.001- 8,000 

8.001- 15,000 

15.001- 30,000 
Over 30,000 


Market Value of 
• Shares Held 
(in crores of rupees) 

8.8 

17.6 

. 9-2 

38.2 

28.1 


Thus we find strong support for the conclusion that corporations 
must look mainly to an insignificant percentage of the population 
for any ready willingness to assume the risks of corporate owner- 
ship, especially in new enterprises.^® 

The sldwing up of the rate^of growth in equity capital could be 
ascribed to the reduced profitability ratio caused by corporate 
taxation. The effects of the steeply progressive personal income- 
tax and supertax cannot be overlooked either. But more than all 
these, the disappearance of the princely houses and the Zemindars, 
who were at one time among the important investors, has caused 
a serious shrinkage in the rate of growth of equity capital."* On the 
other hand* investment by individual investors is being increasingly 
replaced by institutional investment, that is, investment by Banks, 
Insurance fimfs, and joint-stock com^^anies. The curroilt tendency 
is for more and more companies to invest in corporate securities, 
and this their new role as investors is a significant development.’® 

See also H. Venkatasubbaiah. Indian Economy Science Independence » 
pp. 147-8 and L. C. Gupta, '*^Vn Inquiry into the Ownership Pattern of 
Industrial Shares in India', Indian Economic Rcvieii\ .August 1959. 
See for another study of the problem RHI Biilletin, May The 

same condition prevails in the LJ.S.A. See Butters, Thompson ami Bollin- 
ger, Effects of Taxation : Investment by Individuals, p. 27. 

See R.B.I., Report of the Committee on Finance for the Private Sector, 
p. 23. See also N. Das. Industrial Enterprise in India^,\t. 160 and A. Sur 
in The Stock Exchange : A Symposium, p.t24. 

See, for example, The Eastern Economist (Article on ‘Growth 
Pattern of Companies'), i April i960. But more recent events show 
that once again individuals are coming to the fore as investors. See 
below, p. 277. 





EFFECTS OF CORPORATE TAXATION 


253 


INVESTMENT FOR CAPITAL GAINS 

Besides «turn in the shape of dividends that the investors 
expect, investments are undertaken also (and perhaps more fre- 
quently) for possible capital 'gains. This is the usual tendency 
tlje world over ; and in India too, a survey conducted by the 
Indian Institute of Public Opinion in 1954 has confirmed this sur- 
mise. The survey has established that '*both corporate and indi- 
vidual investors have tended more and more to invest because of 
rising stock values, based on higher dividend anticipations ^nd 
larger allocaticfliis to reserves".’® This tendency is generally very 
pronounced in times of rapid economic development, when busi- 
ness expectations are likely to be very favourable. 

On the other hand, if a tax like the Capital Gains Tax were intro- 
duced, it would certainly affect the growth of corporate enter- 
prises b}' hitting exactly the very thing which most goads the 
investors to invest in the coqiorate sector. We saw earlier that the 
first tax on capital gain'^ wa^ leviecj in the Budget foi* 1947-48. 
The eltecl of that tax on businevss cntcrj)riscs could be seen from 
the steej) drop in the a])plications for capital issues : 

r \ B L I. X X X I 


Year 

\nmbe} of Application^ 

Amount 
(Hs in, lakh 

194S 

480 

168 

1040 


73 

1950 


85 

1951 

410 

68 

193^ 

3-29 

152 


Even though the tax was abolished in the 1949-50 Budget and 
notwithstanding the Korean War boom, the confidence of the 

Qtiarierlv Economic Report, July 1054. This has been confirmed by 
NCAER's Survw (lofio) ^iS9d on interviews and questionnaires. 70 
per cent of the replies recoivetl from^ investors from tlic hi^h income 
groups indiaited tli*it thev investeil in shares with the (Objective of capital 
appreemtion rather than that of earning high intomes. But middle in- 
come groups arc not so definite. Taxation Tfivaie Investment, p. 75. 
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entrepreneurs could not be restored till 1952 and the developing* 
new climate for planning and corporate expansion. 

t 

SOCIO-POLITICAL EFFECTS OF CORPOkATE TAXATION 

One of the basic public policies in modern countries — e^en in 
countries where a capitalist form o*f economy prevails — is a move- 
ment towards the achievement of a reasonable degree of economic 
equality among all sections of the people. In other words, tho socio- 
political ideal of equality involves the attempt to reduce existing 
inequalities as far as practicable. Many thinkers liltfj Adolf Wagner 
ha\*‘ been urging from time to time that the instrument of taxation 
should be used mainly to achieve this purpose.’^ To reduce the 
existing tax burdens of the poor (by slashing the customs and 
excise duties, for example) is not possible in developing countries 
because of the continuing need for finance for programmes of 
development. The other course, namely heavy taxation of the 
richer settions of the commipiity, is therefore resorted to so that 
the egalitarian objectiv^e may be sought to be achieved in the ful- 
ness of time. 

We have seen — on an earlier page— that it is the shareholders 
who bear the main brunt of the taxation of cor|)()ratc income 
(this was, of course, more pronounced in the 1939-51 ]>eriod than 
in the 1951-57 period). Since the dividend recipients are concen- 
trated in the upper income groups, is not the high rate of corporate 
taxation justified from the socio-jwlitical ])oint of view ? 

Sufficient data are not available t(> give a complete picture of the 
nature of the dividend income distribution among various high, 
middle, and low— income groups l^ut an attemjU can at least be 
made to show the nature of the dividend distribution for tlie years 
between 1955-56 and 1959-60 with the data published by the 
Central Board of Revenue. 

The total income assessed at the hands of individuals for 
personal income taxation came to Rs. 605.0 crores in 1957-5^, 
Rs 692.4 crores in 1958-59 and Rs. 743.6 crores in 1959 60 
The dividend incfune of individuals a>.sessed^ during 1959 60 
\vas Rs. 36.50 crores Thus only 4.9 ])er cent of all incomes 
received by individuals in 1^59 60 was dividtuid income. Tiie 

” See Fagan's article in Musgravo and Shoup, Readings in the Eco- 
nomics of Taxation, p, 50 
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•figure is 5.3 per cent for 1958-59 and 5.2 per cent for 1957-58. 
Out of the |ls. 3O.50 crores of dividend income in 1959-60, asse.s- 
sees with incomes over Rs. 25,000 (who.wcre 18.3 per cent of the 
people with dividend income, and who were also the supertax 
payers) accounted for more than 62 per cent, table xxxii shows 
at a glance how the dividend iheome is lumjx-d hca\ ily in the trip 
income groups.” 


TABLE XXXII 

KEI^TIXq; SHARES OF DIVIDEXI) IXCrjME 
(all in percentage) 


1955-5^ 105^^-57 i05''^-30 i<>30-^iO 

Income Range -^ss. Amt. Ass. Awt As^. Amf.. 4 s^. .\mt. Amt. 


0-15,000 

15.001- 25.000 

25.001- 100.000 
Over 100,000 


64.1 20.4 65.0 21.^ 6^.1* 21. I 05. o 21.7 05.7 2|.5 

15.0 II. 5 16.8 12.5 10.2 12 . 1 15.7 11.8 15. 1 i-\.o 

17 -'I I/O fc 7 0 1--1 170 iS.oTo.S 37. ^ 

2. .j 32.3 2.129.0 2.0 2«^.) I.H 27.,, 1.323.2 


THE CORPOR.VTE TA.\ SYSTEM PROr.KESSlVE A- A WHDI.n 

Having seen ab()V(‘ tliat dividend inroiiu' heavily concen- 
trated in the higli income gnmpN. we ran now r>aK lv include that 
the lax system as a whole progrosivt*. The CMr]K>iate tax may 
fall unequally upon person^ with the .^anu* total income, and it 
does hit sovne with lower inryme> more lieavily t^'j^n others with 
higlicr income.';. Hut on a total view. l*owc\er th :orporate tax 
may be claimed by the .socio-political M'ienti.'^t to intri>diice an 
element of progre:'*sivenes> in the tax .system becaust* taxe." on 
cor])orate income by redurmg dniih’nds brings about a ‘]^ro]>or- 
tionately greater n'duction in large disposable incomes than in 
small disposable inciunes’. 

Hut there is another factor, too. namely* the pro£rres>ion in 
individual income-tax rates, which o]HTate> sometimes in tlie 
opposite direction. In the words of Richard (foode. “A reduction 
of dividends received is partly offset by a i eduction in iiivlividual 
tax liabilities. The higher the individual income-tax. tie smaller 

Source : Calenlatcvl tmm tUU in the All-lftli'n Income Tax Revenue' 
Statistics, 
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is the reduction in the stockholder's disposable income resulting* 
from a decrease in the total amount of dividends ieceivyd by him.**^* 
A high personal income-ta;>c absorbs the progressiveness of the corpo- 
rate tax. The higher the progression in the individual income-tax, 
the lesser the overall progression of the corporate taxes on income. 
Of course, in absolute terms again, no serious harm is done. For 
individual assessees who pay either a high personal tax or bear 
the corporate tax through the holding of stocks, no reducfjon of 
the- actual amount of the tax paid takes^place due to such shifts 
in progression ; and hence, in absolute terms, ev^n by increasing 
thi personal rates, a blow is struck for reducing the inequality of 
incomes in the community. 


Conclusion 

At the risk of repetition we have to say that taxes are but one 
of the many factors that affect the growth of the corporate sector. 
For example, a Government of India brochure lists sixteen Govern- 
ment measures that affect “investment in India", and taxation is 
just one among the sixteen.*® The Shroff Committee, appointed 
by the Reserve Bank of India in 1953 to examine why investment 
in the private sector had not reached the level envisaged by the 
first Five Year Plan and how increased finances could be made 
available to this sector, pointed out that in India willingness to 
invest is affected by 

(1) the threat of nationalisation,*^ 

(2) procedural uncertainties and difficulties,** 

The Corporation Income Tax, p. 91. 

•® Governmental Measures Affecting Investment in India (1950), especi- 
ally Chapter II. 

N. Das says that "private enterprise is in practice tolerated than 
accepted as a instnynent of development. . . . Frequent references to 
the statutory power of nationalisation by Ciovemment spokesmen have 
increased rather than allayed the fears of potential investors and entre- 
preneurs." (Industrial Enterprise in India, p. 158.) 

** G. Rosen says that in India, and especially in the Punjab, "the red 
tape of coiporate legislation (embodied*in Company Acts) discourages 
extension..^ of the public limited*' form of organisation, and even those 
firms desiring to raise capital were unwilling to become public corpora- 
tions to do so." (Industrial Change in India, p. 131). 
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(3) labour policy and legislation, and 

(4) varyiri^ forms of control and regulation. 

It is well known that these factors could be more effective dam- 
pers to investment than even taxation. Hence*, apart from taxa- 
tion, these factors too may be said to have influenced the level 
and quantum of corporate investment. There are other factors, 
beside? the ones mentioned by the Shroff Committee, that Inve 
also pla3^ed a significant part in lowering the l(*vel of corporate 
investments. Tnese factors are : 

(1) Increased labour costs and increas(*d ])ricei> of machinery ; 

(2) Inflation along witli high i>i‘iv)nal taxation, which has re- 
duced the capacitv of flxed income C‘arners like Ciovernment 
servants, teachers, etc., to save and to invest 

(3) The disappearance of the ruling classc‘S like the Rajahs and 

Zemindars who used to in^e^>t heavily in the corporate 
ventures ; and 

{4) The heavy borrowing ])rogrammes of the Go\crnments 
(Union and Stale) which sijdion off the savings of the 
])ublic, thereby leaving less and less witl^ mvebtors 

to support corjKDratc floatations. 

The operation of these man\' faet(»rs makes it imj^oSNil^le for us 
to isolate the effects of ct)rporate taxation alone on eitlier tlie willing- 
ness or the caj)acit\' (d people to invest in corperde enterpiise>. 
Again, if we take the tax structure as a whole, the d ncentive part 
(like high rates, the nuisance taxes, etc.) is more or less neutralised b\' 
the various tax ])rovisions intended as a }>o^itive iiu entive to industry 
(for example, the development rebate, the tax holiday, ttc.). 

If a general statement has to be hazarded in flat terms, the 
striking fact seems to l)e that, by and largo, the corporate tax 

** N. T>as says : ‘Tkdorc World War II, shares in joint siock-conipanies 
were a common lonn of investment by middlo-clasN families. Since the 
CMid ol World Ward I, the number of such in\estors has gone down con- 
sUlerfibly.” Industrial linterpruc m India, p. i(h> in. See George 
ib Baldwin, Industrial Growth in South ^ndia. p. 3-3. 

For example, on jo July twf've Statyi Ckivernments alone 

announceil the issue ot loans at 4 i>er cent per annum for amounts aggre- 
gating Rs. 75 crores. 
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Structure has had onlv a rclatndy minor impaction both tlic invest- 
ment mcentncs and tlic actual investment The corporate tax 
structure would appear Vo ha\e neithci unduly discouraged nor 

uneconomicallyocer (ncoi'ragid tiu (oiporatt sector 



CHAPTER V 

CORPORATE TAXATION AND ECONOMIC 
DEVELOP^^ENT !\ INDIA 


ly/ien we lav doum a patUvn of taxation, it does 
not mecQi that we aw Ci uUin^ a philosophy . 

Thtj Fincince Minister in the 
Kajva. Sabh.i. September 5, 1957 


Introduction 

India is a ty])ical iin(lcnlc\('lc)jK‘fl country, exhibiting all the 
peculiar charactenstics ol a backward economy. 1 he mai^ problem, 
ho^vt \ - '^ould be put in phnn ‘MaMiii>i.in' t(im'> as a per])etual 
race between ]>oj)ulation giowth and ])rodLiction per ca])ita. To 
emerge out of the uiirc of bac kwMidiuss and underdevelopment 
India rnii'.t necessarilv sohe tlu* ciucial jm'blein of low j)ioducti\ ity 
in the context of ternfu ]>opuhition pie'^suri* Tlierc i-^ but one 
solution to this problem nam(‘lv ra]>id eciuioimc ]>it>giess. But 
economic ])rogn‘ss is no ngid and 'static ihing like* a stick (^r a cait 
which can be secured ea^ilv and picNciMvl safely, the \er\* idea 
of *])rog?ess’ involves the j>iin<’i})le of dvnamisin. and ‘economic 
progress’ is thus a ])io('c'-s* whKli is e\(»liiti^: rv in nature.' 
The econoinv must go on ad\aiuing and ex, nding, tor as 
the c)ld (iennaii pio\eib savs, "He who goes not torwaid goes 
backwaid” 

Eiononuc Development and Vndcrdeicl ^ped Couutrus 

J>EH:KMINAMs lU' IaOXOMK rKO^.HL'^^ 

By and large, the three major deleiminanl'' of tins e\ olutionaiy* 
process, beside'^*of ccairst^ the bDic fa toi ot natural lesiniroes. 
arc the trend of ]>opulatioif-grow tl^ the state of techcidogv. and 
tlic level of capital accumulation. *A 11 three tmd to grow during 

* See S. II. Frankel, The Tlcoitomu lui/'ail oj L' iidt uii : doped Soiteties, 
p. 56. 
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the period of a country’s economic development, and act and 
react upon one another with results that arc neither ftniform nor 
are clearly foreseeable. Apart from these, there is another basic 
factor, without which all else can do very little : this is the psycho- 
logical phenomenon of changing liuman attitudes to economic 
progress, and imless there reigns ‘'a social attitude receptive to 
new fields and new methods of production, institutional arrange- 
ments that encourage enterprise and investment, and tccfinical 
and managerial skills that make new methods of production effec- 
tive",® the right climate for economic j)rogrcss will not develop. 
This social dynamism could be described, indeed, in the pithy 
Rostowian terminology, as "the propensity to seek material ad- 
vance",® the desire and the determination to seek and to achieve 
such economic progress. But, then, it is liardly possible to measure 
this 'propensity* in strictly quantitative terms. 

THE PRObVeM of POPULATION* 

Population pressure would cease to be a problem in imderdevc- 
loped agricultural countries like India if the suq>lus agricultural 
labour were diverted to industries through deliberate large-.scale 
industrialisation. But how is this to be brought about ? Now, 
industrialisation requires heavy capital investment. It has been 
calculated that the amount of capital required per head in these 
countries is roughly equal to four years* income per head ; licnce, 
the expected rate of population-growth multiplied by four should 
^ve us the percentage of the national income "which' has to be 
invested in order to provide cnqJoymcnt of the same average kind 
as now exists, for the increasing jK)pulation".^ For achieving eco- 
nomic progress, however, the rate of investment must exceed the 
rate of population growth multiplied by four.® On the other hand, 
Bauer and Yamey think that, owing to many factors like the im- 
proved status of women, etc., population growth tends to .slow 
down as a country i)rogres.ses economically.® 

■ E. M. Bernstein & Others, Economic Development with Stability, p. p 

* The Process of Economic Growth, p. ii. 

* Colin Clark, Population Growth and Lining Standards, p. i8. 

* Sec B. Dutta, The Economics%of Industrialisation, p. 145 ; and also 
U.N.O., Methods of Puianctfig Economic Development in Undet developed 
Countries, p. 60. 

^ The Economics of Underdeveloped Countries, p. 64. 
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THE STATE OF TjpCHNOLOGY 

As for tlie factor of technology, the underdeveloped countries 
may now be said to be in a somewhat favourable situation because 
they can, if they so desire, fltilise all the existing knowledge — 
sciei^ihc and technical — to increase* their i>roductivity. Kuznets has 
pointed out that the major capftal stock of a country is not the sum 
of the physical assets but rather ''the body of knowledge amassed 
from<ested findings and the capacity and training of the population 
to use this knowledge ’i." The underdeveloped countries can now 
utilise all the ifnpressive volume of scientific knowledge and techni- 
cal skill that the advanced countries have already accumulated, 
for, after all, knowledge knows no barriers, and skill can be either 
acquired or hired. Underdeveloped countries can thus have person- 
nel trained abroad, and whenever absolutely necessary', they may 
also imjK)rt foreign technicians. On the other hand, there are 
economists like Yale Brozen who argue that given inventions, 
while they may be economic for sgme resource situatJbns, may 
not be equally so for others. He accordingly makes the plea that 
the underdeveloped countries should think more in terms of raising 
the technological jKissibilities of the respective areas than of the 
mere importation of technical know-how* de\(*loped abroad with 
specific reference to conditions obtaining there.® However sound 
this argument may appear to be, it is an argument against total 
and blind borrowing, not against the adaptation of ’skills and 
technkiues w'hich promise fair to meet an immediate economic 
challenge, it cannot, a^ter ajl, be gainsaid that the present-day 
underdeveloped countries are not where the ad need countries 
of today were in their undei developed periods in r<.spect of teclmi- 
cal knowledge. Whereas they had to explore unknown possibilities, 
developing techniques through a process of trial and error, the 
underdeveloped countries today have only to decide on ways and 
means of adopting Western science and technology* to their own 
pressing needs. To take a concrete example, such resourceful 
adaptation was among the main causes of Jaiian’s phenomenal 
economic grow'th^sincc 1868. ‘'All stages of technological maturity* 
and complexitv." WTites W.tW. Lockwood, “tend to develop side 

’ Quoted in I’.N.O., Processes and Probleius of Industrialisation in 
Underdeveloped Countries, p. 5. 

• ‘Invention. Innovation and Imitation’, A.E.P., May i 95 ^» P* 255* 
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by side in the greatest variety. But it is easier tjp introduce those 
innovations which do not break radically with the < past. They 
generally require no large? accumulations of capital or advanced 
technical skills. And in the aggregate such lesser adaptations and 
improvements were of immense importance in Japan.*'* The, urge 
for economic progress must come from within, as a positive spurt 
of the social attitude, as a }>ointed propensity to advance materially. 
For^the realisation of this urge, both existing skills and liewly 
acquired or borrowed skills and techniques will come handy ; not 
blind borrowing but intelligent and judicious adaptation will best 
ser\t the purpose. 

CAPITAL ACCUMULATION 

Now remains the third factor, viz. ca])ital accumulation. For the 
underdeveloped countries, capital accumulation is a ])ressing m‘ed, 
for without it there can be no laige-scale indiistiialisation. Indt'cd 
rapid capital formation holds the key to higlier prodiictivitv per 
man, rising levels of income, full cniploMiient, increase m consumer 
goods and services, etc. Increased in\estment can also jnomote 
agricultural producti\ ity. It is n )t surpiisiiu:, tlu^ndoie, that the 
underdeveloped countries aie engaged in increasing their capital 
stock by all possible means. 

We mean here by 'cajiital* savings that could be invested m 
buildings, factories, plant, machinery', tools, etc. In the word-^ of 
Bauer and Yamey, cajutal is the “accumulated stock of resources 
which contributes to a larger flow of gexids and services through time, 
or which serves as a reserve sustaining a higher le\'el of consump- 
tion at a time of more urgent demand or need than would other- 
wise be possible**.^® Tut money in thy purse* is th(» urgent exlior- 
tation which the underdeveloped countries can ignore only at the 
risk of continuing to wallow in their jiresent backwardn(‘'-s ; and 
money, once accumulated, is turned into the channels of increasing 
production and flow of goods and services, which are the visible 
criteria of economic progress. Investment means, among other 
things, modern machiner\’, and the ase rif suclu tools gives more 
power to the labourer, thereby increasing the quality and the 
quantity of his output. Given •the scientific knowledge, the rate of 

• The Economic Development of Japan, p. 192. 

The Economics of Underdeveloped Countries, p. 24. 
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economic progress strictly depends upon conditions which govern 
the accumjriation of capital, for such knowledge without the 
means to turn it to practical use cannot contribute to material 
or economic jirogrcs^ lliiis Economic progress hinges to a great 
extent on the availability of cajutal 

But how much eci])ital does a co oilrv need for its economic 
growth ? A wholly satisfactory answer to tins question is vtr\ diffi- 
cult ft) formulate because so man\ factors will ha\e to be taken in- 
to account in fixing tht limit for c«i])ilal requirements and ra^ital 
formation E\Ai in the achanced countiic thr normal periodic 
rc])lacfnunt of existing ee|iii]>nKnt equijauent that las been 
battciecl thiough use ea hasl)(ce)me ejbscjicte threnigh tl e passage 
of time needs ca])ital of the oirpr e 1 j *4 jar cent of the natUiiial 
income Aside fre»m tins, tliere is the need to maintain at least the 
current standard ol li\ing in the eentext e i a stcach ]>opiilation 
ineicast , this must entail a> we siw e nlnr a ceitam additional 
capital in\e‘stmcnt Ag nn while i i »v 1 ite ef capital foimation 
(sa\ 3 per cent of the 11 itu n.il iik iik ) mas be suffieienl loi the 
tconeimicalh aehanecd efuntiics t m these countries 

that the u IS e uiiside 1 ible s< ( j e i 1 hicl n raiilal loimation A 
backward eountrv with a 2 p^ 1 e e nt inmial mere i^e in its popula- 
tion will IK e*d eajatal ten in 'tie»n ot ihoiii S ] 1 1* cent of its national 
income iiieieh te snsttiin at ]»re suit lixeN tie inereas<^ in jmpula- 
tion And a backwaid cMunii\ e an seldom sa\e eneugh’to aehie\t 
the eajulal foimalion neecs^au loi lH»th maintenance e t tla popu- 
lativ>n that* Is being added >ear b\ \eai itud a 'Tniral lorwaid 
swing ol the teononn as a whc>lc 

"NCOME A\n INVEsIMFNT i\ im»iv 

Let us turn loi a moment to liulia Our eiifticultv is that it is 
only for the jhiukI since ie)4ei that we have le ise.nibK accurate 
national income fi^uies \an»»us nitional income estimate^* had 
been attempted before but oiil\ f< i 1 ‘dated \ears, and such 
estimates arc then lore ol little use le>r euii iuir}H>se As len the 
minudiate past ^it has been eennpiitui that tlie national income 
increased bv 18 pn cent eViiing the Iim \eais between IQ50-51 
and iq55-5b, and the' ]ei ea]»ita interne b^ ii ]>er ceiu vluiing ll»e 
same penoel. Dining the next fi\e \eps between ie)Sb -57 
1960-61, the national income' inerease'd b\ 204 pxr cent and the 
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per capita income by 8.6 per cent. But during the first year (1961-62) * 
of the third five year plan period, the national income iij^reased only 
by 2.1 percent, while the per capita income actually decreased by 30 
naye paise per head”. Again, while in 1950-51, only 4.9 per cent of 
the national income was invested, the figure rose to 7.3 per c^^nt in 
1955-56. During the second five year plan period, investment seems 
to have risen gradually to ii per cent of the national income, and 
it has been proposed that net investments as a proportion of the 
national income will have to rise still further “to 14-15, 17-18, and 
19-20 per cent per annum by the end of the Thi.d, Fourth and 
Fith Plans". Whatever these distant possibilities, it is obvious 
that current rates are nowhere near the rates that prevailed in the 
advanced countries during their phases of rapid economic growth. 
Nevertheless, it is rather gratifying that the percentage of net 
Investment seems to be showing a definite upward trend. 

A 'viciois circle’ in the underdeveloped economies 

It is, of course, not very profitable to institute comiiarisons 
betw’een countiy^ and country or between widely separated periods. 
Investment, expenditure, income, etc., are conditioned bv a whole 
complex of factors— social, ps3'rhological and cultural - and hence 
one cannot say for certain what exact percentage of tlie national 
income should be invested in a given instance to iiroduce a given 
result. All* the same, some estimates, however a]>parentl3’' impre- 
cise, are required, at least as the basis for jdanned action in the 
isconomic sphere. As the Planning Commission .savs, i‘it is fairly 
obvious that a doubling of jier capita incomes within a generation 
or so (that is, 25-30 \'ears) required in most of these countries a 
rate of net investment of tlic order of 12-15 per cent of the national 
income.’”* If a still higher and a more rapid rate of di^velopment 
is required, a higher than 12-15 per cent of the national income 
should be saved and invested. The Planning Commission has 
accordingly concluded that, in underdevelojied countries with low 
standards of living and a rapidly increasing i>oj)ulation, a rate of 
growth commensurate with the pressing needs cjyinot be achieved 

See Annual White Paper on National income released by the Central 
Statistical Organisation in Februaiy i<X>p Also .see fkird Five Year 
Plan, 1961, p. 28. 

** First Five Year Plan, p. 14. 
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until the rate of capital formation comes up to around 20 per cent 
of the natiojjal in!^ome.^® 

While admitting as above indicated ^th at capital formation is 
an absolute necessity for the# underdeveloped countries, it must 
nevertheless be conceded that such high rates of saving are far 
from*easy, and there is almost a ph3'sical impossibility in saving 
under mere subsistence conditions. Saving, after all, is total income 
current consumption. But. as Kenneth Boulding j)ointedly 
remarks, “where the level of production is low, the insistent demand 
of the bare nyessities of consumption presses continually against 
meagre outputs, and any accumulation is very difficult. There 
must be, in fact, in each type of society some level of output below 
which accumulation is impossible, for as soon as anything is pro- 
duced, the urgent need for consumption swallows it up. This 
explains the great difficult}^ experienced by any poor society in 
making progress.**^* This is the vicious circle in which the under- 
developed economics are caught. Their need for economig progress 
is most ])ressing, and it is for them that it is particularly diffi- 
cult. A very low national income with little capital formation is 
the order of the day in underdeveloped economics, and even this 
modicum of capital investment is generelly neutralised — or more 
than neutralised —by the jiace of inexorable pojmlation increase. 

THE problem of INDI STRIALISATION 

So much for the overall capital requirements of the economy 
taken as a ivliole. We saw earlier that, on the one It^nd. there is ^ 
shortage of cajntal, and, on the other, the need ici industrialisation 
which requires heavy cajutal investment. With .it industrialisa- 
tion rapid economic development cannot be achieved, and capital 
for such industrialisation is not easy to ge.. For backward or 
underdeveloped countries, tlieii, industrialisation is both nccessaiy 
and difficult. Besides, capital formation in the industries sector 
poses certain additional ]iroblems as well. 

For one thing, in the underdevelt^ped countries, “land and 
trading stocks are always liktdy to attract a certain amount of 
capital away from uses which might be more socially productive. 

Ibid., p. I p ** IiiOJioiNu Afiat\si 6 (104S pp O54-5. 

Processes and Ptohlcms of hui sitisihsai.wn :n rnlcrdcxehped 
Countries, p. 
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It is true that all this is not conducive to the long-term well- 
being of the country, but it is also necessary i!o un<j^rstand the 
psychology of the savers ^ho prefer to invest in land and trading 
stocks rather than in industry. It cannot be denied that traditional 
investment, as in land and trading stocks, is not only licjuid but 
also conspicuously secure from currency devaluation and j>ricc 
inflation. In the underdeveloped countries, it is inevitable that 
land-owners and traders sliould be the only classes that predo- 
minate in the higher income groups and that they should naturally 
invest their savings in land and trading stocks. ]\V>reover, indus- 
trirMsation means a higlier capital : outjJiit ratio; that is to say, 
the capital requirements tend to be much higher per unit of oj)era- 
tion than those of the already existing agricultural and commercial 
activities of large sections of the peo])le in the underdeveloped 
countries. Hence, also, some natural reluctance in investing in such 
high capital-absorbing ventures as modern industries. Above all, 
as pointed out by the U.N. Report on Processt‘s and Problems of 
Industrialisation in Underdeveloped countries, these latter have 
no tradition of industrial development.^® Both the industrial 
consciousness and the necesssary institutions to (‘xploit the cons- 
ciousness are lacking. Many external economic agencies that are 
available for entrepreneurs in advanced countries are simply not 
available to them in the underdeveloped countries.'’ riiere is a 
persistent climate of conserv^atism, and industrialisation by its 
very dynami.sm and novel tv" inspire fear and sus]>icion more tlian 
reassuring confidence or ready enthu.sjasm. 

POLITICAL FREEDOM AND THE URGE TOWARDS 

ECONOMIC DEVELOPMENT 

We thus sec that, owing to more than one reason, underdeve- 
loped countries hav’c a fatal tendency to remain backward. An 
apathetic or complacent reconcilement to existing conditions has 
ensured the continuance of a j)recarious hand-to-mouth economy 

For a discussion of the rea.sons for the factors of production not 
flowing to industry in the underdeveloped countries, sec the alx)ve 
U.N. Report, pp. 11-47. 

See C. N. Vakil and P. 1 ^. Brahmanamla, Plannhi^ for an Expanding 
Ecmiomy, p. 297. See also ‘The Formation of Ca])itar, in if . William- 
son & J. A. Buttricl# (Fds.), Economic Development : Principles and 
Patterns, p. 157. 
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over long periods time. But recent decades have been witnessing 
a favourable^ change in the climate of the stagnant economies. 
Many of the backward and underdeveloped countries of Asia and 
Africa have become j)olitically free, having at last sliaken off 
colonial rule The* att(‘ntion of tlie^e countries is now naturally 
diverted to the tasks of cconbmic c*"iancipalion and economic 
progress The ostdisible goal of inos* modern governments is 
speeds economK (le\do])m(nt as a nccissarv londition of the 
larger goal of tlie Wilfaii State Williout sc ( untv in the < ronoimc 
sphere, vvithoiittopjiortunitic s for intcllcftu il and '•]>iiitiial growth, 
men political fu <dom is onh tl < IrMchan t > staivc and to sufff r 
The Indian Constitution li is ai c ordmglv la d do>< n tliat tl State 
sliall, VMthm tlu limits of its (ron<^>ini( ca])a(it\ and di v r Ifjjjinc nt 
make effective prov I'-ion for seeming the lulit to work to educa- 
tion and to ]>ublie assi taiu( m tin case of uneinplo ment old 
age, sukness and disiblement , llie ite shall in short, 
Strive its uttclmo'^l to (\oI\e into Ihc^Wt Ifirc St ile 

1 lu g )sXi of 111 )d rn gov » rnme nt'' b 1 ig th m ite rud (il e material, 
that is as the ( omliiion d allround) ad\ him mint of tiu j>^ople, 
tlcv cannot le a m idto etMi ]»is>i\( h u a tit t i^k oi icvc- 
lo])mg tin loiulr tt» the < nlight< lit d s M iiitc u st i 1 tl ]>cf>ple 
concerned A h li i itt td in\»'^imtn ( innt>l bf m uimI b merdv 
alltming tlic iiiiUket foi e to fuiK tn n m tl umi d wav In uldi- 
tion to the ]k» 1 k( luiutions tin Mate must thcuha* wiiiinglv 
undertakt th< t isk of iinpo>\iii^ tht eM>ne)mK ctmtlitioii (»i the 
])eoplc alse)*Mo'>t import iiit pf dl tlu He has tg tiv tt) bring, 
about an atm»sphtie th it iniv b eonliuivc t lapi 1 M.one>mic 
pioguss biicli an almo-^uheit i'* cliicllv pi(»motc bv what J H 
Adler calls tlu e rtdtion ed cxtiinal cMmoinic*' thiou h the avail- 
abilitv' ol s(km 1 ovtiheacl c ijnt.il an 1 a*^ \ lUil ml Brah- 

manand affirm the main le peai^ibihlv h e tl 1 weiil nituiallv’ 
devolvL upon tl c State *'* 

Mi\Li) rccAoMv i\ rnr imi i mu kpi mi on i cccmkils 

lliis necc'sMtv ^lor tnlaiging and wule^ning il i functions of 
gov'cmiiKiits tloes not mem, -at anv late ’t »ul(l not nu in - 

^®'rhe Fistal ind Mont'Um Imph'W'nMii mi Oon' pment Pio- 

granrs . Mav kis-* p i hhim ni / w W • t 
PlanniVf fo) 1 tox vn\, p 
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any serious curtailment of private initiative. A workable and 
satisfactory division of functions is possible"! Thc, 3 ^ State could 
undertake the types of investment which, owing to the enormity 
of the initial outlay required or the time-lag between investment 
and realisation, the jirivate sector would normally be unwilling 
to imdertake. It is indeed impossible for a mixed economy to 
function within an industrial framework largely controlled and 
coordinated through Government agencies. However, as 'R, N. 
Tripathy rightly says, the choice of econptny— whether it is to be 
collectivist or mixed or free— is largely a politic?i’ question.®® As 
a li^atter of fact, in most of the present-day underdeveloped coun- 
tries of the world (including India), there prev'ails onlj’^ a mixed 
economy in which investment is made both by the private sector 
and the Government (otherwise known as the 'public') sector. 
Even so, the paucity of funds for investment continues to be a 
problem, whatever the t^^pe of economy ; and if it is a mixed 
economu the volume of savings being anyhow strictly limited in 
the underdeveloped countries, scarcity of mvestible resources 
poses a tough problem to public and prnate sector alike On the 
other hand, the (io\ernment ('public') sector is generally in a 
position to mobili'^c the internal savings, such as they are, and 
should these provoMnsufhcient, Government could tiy to procure 
foreign capital It is the merest commonsense that internal resour- 
ces should be exploited to the full before recoin se is had to help 
from abroad, and since the principal methods of mf»bilising internal 
, savings are borrowing, deficit financing, and taxation, the economic 
policy of the Government should first be directed to making good 
use of all these avenues towards capital formation and invest- 
ment. 

ROLE OF TAXATION 

In this process of mobilising internal savings, underdeveloped 
countries are obliged increasingly to give a crucial role to taxation, 
for taxation is on the w^hole 'safer' than borrowing or deficit financ- 
ing ; these too may have to be resorted to, but taxation must 
come first. Underdeveloped countries usually lack good savings 
institutions, and hence borroiYing as a method of savings mobili- 
sation cannot be o^ much avail. As regards foreign capital, its 

•® Ltscal Policy and Economic Development tn India, p. 6. 
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availability would dependent upon many external factors, and 
thus cannot iBerely be taken for granted. Capital formation through 
deficit financing is a radical cure for radical ailments, and must 
not be resorted to in any cavalier spirit. It is i>ertinent in this 
connection to recall the warning given by Bauer and Yamey ‘ 
"The general economic and social disadvantages of inflation should 
be set against the limited benefits (in terms of cajjital formation) 
which are possible in ideal conditions and wise management of 
currency**.®^ Thus taxation alone remains, as the safest of the 
means of capitaf formation. Taxation means for the societj’ a sort 
of compulsory' saving, and if tlic revenue is gathered by develop- 
ment-con.scious administrators, tlio savings — a considerable pro- 
portion of them, at any rate — would be utiliscxl for socially produc- 
tive proposes. At lea-.t, such is the hope entertained, the promise 
held out. It is not, of course, meant here that other methods like 
borrowing, etc. are unimportant ; but, certainly, if an intelligent 
tax p^licv were ])ursueil, the other methods al^o could then 
made to yield the best ]>ossible results. 

Corporate Taxation and India's Economic Development 
DIRECT AND INDIKLC 1 '1AX1> 

The use of taxation in inducing economic development, important 
as it admittedly is. nevertheless raises ceitain jiroblems 6 l its own. 
Indirect taxes on essentiaK and semi-luvuries are the more pro- 
ductive becalise they fall on tile vast majority of ^he*people ; but, ‘ 
for the same reason, they are aKo ]»ohtically obje onable. In the 
underdeveloj'cd countries, the number of people »»ho pay direct 
taxes is small, and hence direct taxes are not as productive as 
indirect taxes. More often than not. it is this small group which 
represents the industrial class, and large amounts cannot be col- 
lected from them in the fonn of taxe'^ without^impinging on their 
incentive and impairing their ability to adwince the economic 
development of the country. The result often is an adroit exhibition 
of tight-rope dancing by the Finance Ministers trying desperately 
to balance the direct and the indirect taxes. Among the direct 
taxes, corporation taxes —on accounl of the impersonal nature of 

The Economics of Underdeveloped CounUies, pp. 207-8 ; see also 
pp. 204-8, 
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the corporations — cause the fewest, the least /li^turbing political 
repercussions, and hence the ‘fatal fascination' (to us€ Carl Shoup's 
phrase) they have for tifh Finance Ministers who try to play end- 
less variations on the exact burderi*of the taxes they impose on tlie 
corporations. 

In a development-oriented economy, the tax proceeds (the bulk 
of them) are — or should be — spent on the economic development of 
the country. But corporate taxes should not be equated witK other 
taxes because, whereas other taxes take out that part of the income 
w’tich might be saved or consumed or invested ^ corporate taxes 
mostly (and certainly, in India they do) fall on that part of the income 
which is most likely to be invested again. In an underdeveloped 
countr\^ saving and investment are as rare as they arc vitally 
necessary, and lienee tliey hold the real key to its economic pro- 
gress. But where the savings are meagre, taxation should enable 
the community to sa\’e and invest that portion of its income which 
would otherwise be consumed. While this may be broadly true of 
other taxes, corporate taxation is on a somewhat dilferent footing. 
Because it falls on the coqwations and the class of j)(M)])le who 
generally save but to invest, and reap dividends only to rc-invest, 
corporate taxation only transfers to the public (or (lovcrnment) 
sector capital that would otherudse ha\'c been available to the 
private (or the individual) sector. If investment and economic deve- 
lopment are the aim^ of taxation, corporate taxation would appear 
to achiev'c Jittle ; there may be a change of ownership and control 
of capital, but no positive spurt to thc*nation':> economv. Thus thex<‘ 
is some reason to believ'e that, for a developing economy, corporation 
taxes are not really as efficaciou.‘* as other forms of taxation. 

THE GROWTH AND ROLE OF THE CORPORATE SECTOR 

The growth of the corporate sector in the economy reflects the 
shift from the priryary agricultural stage to the secondary manu- 
facturing stage in the economy — a shift which signifies the beginn- 
ings of rapid economic dev'clopment. The continuous proliferation 
of the corporate type of business organisation is an indication (jf 
the increasing industrialisation an*l commercialisation of the 
economy. The reason for this®is that the corporate form of organi- 
sation is comparatively rare in the agricultural sector, as may be 
inferred from table i. 
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PAID-UP CAPITAL OF INDIAN COMPANIES” 


(I<s..in Crores) 


Year 

Aqricultiiy • 

Allied 

Actiriiies 

Indn^trial 
( mcerns 

Commerce, 
Trade Tnunioe 

l() 4 Q -50 


481 . 3(1 

204 . 20 

1950-51 

^2 . 10 

5 r>«- 5 =) 

221 . ^8 

i 95 *- 5 ^ 


39 J - 4.1 

228.64 

195^-53 

3 4 ■ 00 

623 Z(i 

^37*41 

IQ. 5 V 5 I 

^4.91 

UfjhJq 

238.28 

195 1 .->5 

Vi- "/> 
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4 iot 


^50.34 

193^-57 

4 - H 

<><js. V) 

-V>-o 5 

I 0/ j" 

H.ll 

"7 

201.71 

Im revise oi i<i57- 
58 o\er T()|0 

12 

T)! :> 

(jo 31 


Tho tell-tale figures in tlie table show how abiinst insignificant i'^ 
the corjxjrate cai)ital engaged in agncultnial and allu'd activities 
as against tlie capital uigagi*il in iiuliNtnal I'onceins rind in com- 
merce. tr.ule and finance. As regaids the increa'^ed capital engaged 
in 1957-58 hver the 1040-50 ftgures. the iritio is ste^]>. being abinit 
iijb. which means tnat agiicuUure attracte only (Hie-thirtv- 
fifth the additional cajntal tliat flowed into in iistrv commerce, 
trade and linance. It is thu- veiv cl‘*ar indeed that agiiculture ha-> 
remained an individualist occupation, wliile industry, trade, finance 
and commerce are increasingly seeking expression through the 
corporate form of business organisation. 

Towards the end of the second chapter wc saw that corporate 
profits accounted only lor a little over 1 r cent of llie national 
income. Rut fo» a more lealMic asSi'ssmeiil of the i>art played 
bv tlic corporate .sector, w# have to ox.imine the -hare ot corpo- 
rations in the net national pioducf. Tliis another irea in which 

•■Source; Hi levant issues ot tlu* AVae Book s?f Jot 

Company and Statistual Ahshiut of Itidui, 105S 30. 
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paucity in statistical data makes it almost impossible for us to 
arrive at any valid conclusion In its First Report, Mowever, the 
National Income Committee estimated the domestic product of larger 
enterprises — ^which according to the Committee arc really corporate 
establishments*® — for the years 1948-49 to be 12 ])er cent of 
the net national product Again, the Company Law Administra- 
tion has recently estimated that tlie net product of the corj^orate 
sector was 8 per cent of the total net domestic product generated 
m the private sector and 7 per cent of th? total domestic product 
generated in both pri\ ate and jiublic sectors put together m 1948-49 
Foi 1956-57, the figures were 12 per cert and ii per cent respect- 
ively. The 1957-58 figures were 13 jier cent and 12 })er cent In 
other words the estimated share of the corpoiate sector has risen 
from 1/15 in 1948 40 to i/io in 1956 57 
There is another way also of looking at the role of the corporate 
sector in Indian economv' While it is no doubt true that tlu^ 
corporate sector now account*> for no more than about one-tenth 
of the national income in the manufacturing field ha\ing factory 
organisation, howe\er, the corpoiate sector reall\ j)la\s a much 
more prominent role and claims an o\trw}u lining share of tlu 
industrial cconom\ For example the Census of Manufactures 
for 1956, which co\ers 93 per cent of factor\ establishments 
in India, reveals that the corporate sector controlled 92 j>cr cent 
of the total products e capital (i e fixed asse-ts working capital) 
and produced 91 per cent of the net output In other woid-s moii 
than 9/ioths of tlie industrial jiotc’ntial and actual ])roduction 
would appear to be concentrated in the corporate sector 

CORPORATE TAXATION IN AX I XT>ERr>EVEL()PrD COl NTRY 

We have seen already that corporate taxation is a major souut 
of revenue in India From the conclusion drawn in the abo\t 
paragraph, it is legitimate to draw the further conclusion that the 
taxation of the coqiorate sector means by and large, the taxation 
i»p 30 

Raj K Nigam & N 1 > Joshi Irtnd^ in Company } inances with 
Particular Reference to the hirst and Stconii Plan Periods pp ^(t{i 

** Aftar analysing various sCiUstics, the Iax.ition 1 nquiry ( ommis 
Sion (1953-54) concluded th<vt the companv form of organisation is 
gaming importance as a major incomc-oarning activity (Report, Vol 
II, p. 24). 
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of industries. It fallows therefore that the capacity of the industry 
to pay taxGi should be borne in mine] while imposing direct and 
indirect taxes affecting it. India being ikjw a developing economy 
any tax that affects the industrfal sector has to be carefully weighed 
and <jpnsidered. 

fhe position in India today is that the Government itself is 
taking an activ'e interest in the country’s economic development. 
To ptXt it differently, the basic philosophy underlying our economic 
policies is the continuowce of a mixed type of economy in wftich 
both the privjTe and public sectors are to grow simultaneously. 
Thus the prime objective ol the economic policies of the Govern- 
ment is to promote investment in the i)ublic and the i)rivate sector 
alike, though also (in the long run) progressively more and more 
in the former than in the latter ; accord inglv, taxation too, and 
more ])artirularly ccirporate taxation, must have the same large 
aim. Cor]>orate taxation, of course, has to discharge the twin duties 
of encouraging the reinvt^stment ol profits in the pri vat (?• sector as 
well as securing a j^art of the ]>roflt'^ for investment in the imblic 
sc*ctor. Such being the real position, the taxation structure in 
India cannot fully conform to the nonns apj>hcal)le t(> the taxation 
^tnictufes of the more advanced countries. As Ursula K. Hicks 
says. “Naturally the outlines ol a tax structure tiiUned fo^ deve- 
lo])ment will look substantially dilferent in a conventional under- 
developed country than in a highly sopliisticated ecl^nomy like 
ours”. 

The two •fundamental ctbj^ctiws (»f all taxa^ioTT in an under-* 
d(‘velope(l country are, (piite obviou.dy, (a) rest ning or curtail- 
ing consumption, and (b) increasing the incentive -o invest. Unlike 
other taxes (for example, income-tax. excise duties, etc.), the cor- 
rugation t«a\ has hardly any effect on the level of consumr^tion in 
India. Dividends being sticks (as we s^iw in the ]>revious chapter), 
corporate taxes only tend to reduce the amiumt of the retained 
r^rofits. It is doubtle.ss true that if resources are diverted into the 
hands of the (jovernnit'iit. investment could be made to flow into 
channels judged be the mo.st desirable from the point of view 
of the community at large. On the otlier liand. as India is m»w 

■•'Direct T\ixation aiul ICc<'‘noiuic ' -rowih’ Pitpcrs, 

September p- : J^ee also Ra|a J. i lielVuidi, 1 i« 

V ndcriiccelopcd Coufitrtt s, p. bo. 
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professedly a planned economy, the State cou^ anyhow ensure* 
that, even in the private sector, investments are made ir accordance 
with the larger interest oftthe country's economic development. 

TAXATION AS A MEANS OF REDUCING INEQUALITIES IN INCOIJE 

While Go\ernment is not blind to this aspect of the matter (that 
IS, the role of the corporate sector in an underdeveloped economy 
and the need to foster it bv'' refraining from imposing too hefcivy a 
tax^ burden on it), it is none the less a fach-that Finance Ministers 
fini themselv'cs unable to reduce api>ieciabiv the burden of taxa- 
tion on the corporation^ Besides, the socialistic ideal of reduction 
of inequalities ol income, to which the ruling Party, the Congress 
feels committed in a wav, is apt to call the tunc of taxation, and 
conscquentlv Finance Ministers are obliged willv nilly to maintain 
taxes, cspecidllv' corporate taxes at a high level Desiiabk as siuh 
a course mav' seem to be from the 'ethical’ point ot \ lew, if a fetish 
IS to be ihade of this socio political idtal of itdistribution of income 
and wealth through high taxation then the gtowth of national 
income is likelv to be adveiselv affected so long as a jirofessedh 
mixed economy prevails m the countic We are nut of <ouis( 
advocating here gross inequalities of income as sonuthihg ver\ 
desirable or as a social viitut Then is no doubt th it in India, as 
m mam other underdevcloiHd countius tlurc is ofUn a umsi 
derabk concentration of wealth and inconu m the hands of j)(0])l( 
who perform few, if anv', impoitant economic functions But then 
-what IS required in the present etoiuijnic set up m Iiuba is in tin 
v\ords of Ursula K Hicks much more functional inequalitx 
than wc have at present in available incomes if we are to get sufli 
cient supplies of the skills and enti iqirist ne i di il for rapid de \ elo]) 
ment In increasing functional inequality and dfcitasmg non 
functional inequalities the tax stnictuie can pla\ an nn})oitant 
part" It is not as^ though our Planners are altogether blind to 

•’Ibid, pp 3078 It IS of course cis\ to leducc tliioiigh appio 
pnate tax measures non functional ine(pialities But me leasing iunctional 
mequalities present considerable difficulty bee lusc ^the line dividing 
functional from nonfunctional incquahtios is very thin indeetl More 
over, thu frequent changes rung iij the vicial objectives and Ihc' int leased 
governmental activities conveit the many fumtuind iiierjiiahties into 
non -functional ones ffiaking thenn undesir.iblc in their turn (Sco also 
D. T. Lakdawnla, Faxation and the Plan, pp 70 80 ) 
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such realities an^ imperatives of the national economy ; but the 
usual pragAatic defence is, to take the words of J. J. Anjaria, 
Economic Adviser to the Ministry of Finance : “It ,is, however, 
virtually impossible to avoid hardsliips to some classes and the 
question ultimately becomes one of what priority the community 
attaches to development its(*lf. Que .tions like . . . tlie desirability 
of redistributive taxation impinge on this wider issue and have, 
in fact, to be related to the basic decisions taken in regard to the 
size and content of The development ]>lan itself. But even 
granted that equality of in('(jm(‘s has to be achieved, the point could 
still be argued tliat, in a developing (‘conf)my, corporation taxes 
are not really the correct weapons for achieving that end. 

taxation as a tool for ENCr)!*KAGING INVESTMENT 

Rather than making use of corporate taxation as an egalitarian 
hammer to tax tlu* rich and bring about ecpiality of incomes, it 
be us(‘tl to nuu h greattT adviintagf‘ a tool to encourage 
saving and inv<*stnient and econonue progress gcneraliy. In India 
today, the ownershij) of ^jjareholding is showing a decided shift. 
Oversubscription has Income a < «»minnn feature in India especially 
after It vs as seen vaiiier thed soil the C(>r[)oiate sector is 

dependent upon an insignificant miiunilv t(»r tlu iieu ri>k capital. 
But tluTo is some evidenct* to show that evt-n l«>w intoinr groups 
are partici]>ating in tlie i»uuhase ol ''haie". For instance a special 
report in the Hindustan V imcs ]M*uitetl out tliai even ]>eon'^. waiters, 
and clerks fire biiving dian^s* A definitt' bieak h’oih the past’ ha.^ 
been noticed in tlial now [n*(»ph* fiom all wulks f hte are investing 
in coin]>any sliares. Most of them couUl buv onl;. oin' or two at a 
time but they manage tliat muih at le.wt.^* Ag mu. in a recent floata- 
tion, Svntheties »S: Cheiuuals Lt«l . the I'lomoters claimed that 
most of the people who wanted to buv are-^ wen lower middle 
class ]H‘ople like cleik^. teathei-. anti sm.il^ trader''. In spite id 
tiiese signs, the part playeil bv eorjxuali M'cunties in the savings 

‘ Piohlerus t)l oiioiuie Development /t xemi'e /e'/j- 

nul, Januaiv ioo»). p. j|8). , 

N.l'.A.F.K., I'aXiitii'ti ^ntd Tt . c s/xxoj.' p 109 

Issue i.j lulv' looi I he 'Ui* tendeix v is louiui in Caloiittit 

also. J'hr (t)verM*i'' luhtion) May lo. 1002. lor a st'xx'ial 

report . 
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of the household sector is very small. The onty /redeeming feature 
is that it has within its limits increased, as table ii sRows.®^ 


TABLE* II 


Year 

Total Savings of 
Household 

Corporate (S* Coopera- 
tive Shares &• 

•< 

Sector 

Securities 
(Rs. Crores)* 

19W51 

509.88 

12.22 

41 

1951-52 

154-76 

10.43 

195^-53 

492.61 

10.34 

1953-54 

504 . 88 

6.03 

1954-55 

561.64 

12.85 

1955-56 

785-98 

33-42 

1956-57 

810.36 

61 . 15 

1957-58 

686.55 

. 50 - 4 ^ 

1958-59 

8.17-57 

35-98 


While the shareholding habit has increased— though but slightly 
— still there is not jnuch evidence to siii)port the view of the late 
Lala Karamchand Thapar that in India the era of ]>eople's Caj)i- 
talism has been ushered.®* In fact, in a survey carried out by tlu* 
National Council of Applied Economic Research, it was found 
that people with an income below Rs. 4,000 per annum, actually 
*reduced their 'already meagre holditigs of shares ancl bonds. In 
the same way the top income group invested mucli less relati\e 
to their income than the middle income groups.®® Perhai>s thest* 
savers are from what B. V. Krishnamurthy calls®^ the U-Sector. 
i. e. the rising class of salaried officials and top business executives. 
An analysis of the all India Income Tax Reports shows that the 
number of shareholders has been higher under salary earners fr(nn 
1955-56 to 1958-59 (39 per cent) than under non-salary eanu r 
individuals (21 per cent), 

R§I Bidletin. August 1961. 

»* Presidential address l>efore the 35th Session of Federation of Indian 
Chambers of Commorcf and Industry on March 17, i(>02. 

Delhi Saivifigs Survey. Table No. 20. p. 12 1. 

Economic Weekly, September 24, i960, p. 1439. 
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Besides this U-Sector, land ceilings and similar measures are 
breaking larg' holdings of agricultural land, and property in 
excess of the ceiling is being sold or seoured, and the capital and 
savings of the middle-classes acre fleeing from the rurail areas with 
the Jesuit that considerable past savings and the proceeds of 
present sales are seeking out sifitable avenues of investment in the 
urban areas. While precise statistics relating to this drift are not 
available, there can be no doubt eitlier about the i>revalence of 
this tendency ; he wlK‘*run.s can read the signs, and mark which 
way the wind i» blowing. Zemindars on the one hand and the richer 
landlords affected by land-ceiling reform^ on the other seem to be 
investing capital in urljan j)roperty, in industry, in trade. Who- 
ever may be the shareholders, it i'^ good that the liabit of share- 
holding is .spreading. 

This has to be viewc'd simultaneously with the declining part 
played by the Companies in holding 'shares of other companies. 
Till 1959 the share of the dividend jneome ol individuais showed 
a decicaM.', but in 1939-bo once again the '>hare of individuals 
went up at tin* co.>t of tlu‘ companie.^’ share which fell from 37.33 
per cent in 1958-39 to 29.75 per cent in 1959-bo. 

T A U LV III 


SHARK OF DIVIDKXD lNTOME“ 
(per cent ol lotilj 


Year 

Iruli. • ( 

'mpdiiio 

Jt. hr m dies 

Others 


5»-3 


6 .t . 

2.64 

1‘>5<3-57 

53 •«" 

30 , s> 

3.^3 

2-49 

i957-5« 



0. 40 

2.77 

1958-5(» 

32 . 1)8 

37-3- 

3-04 

3*. 3 b 

1950-(>o 

<Ki . 25 

-’0-75 

i>.l3 

3 . 35 


The corporate securities held bv the oorpiuate sector had already 
begun to decline both absolutely and relatively as table iv indi- 
cates. 

C.alculatcil from Central Hoard >»f Rovenud, All IfiJui Income-tax 
Reventte Statistics ^relevant issues). 
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TABLE IV 

OWNERSHIP OF CORPORATE SECURITIES” 


T 



Total Paid-up 

Securities Held 


Year 

Capital 

by Corporate 
• Sector 

(2) as ^ 


(2) 

{^) 

( 3 ) 

1950-51 

753-2 

192.7 

26 

1951-52 

81J.3 

206 ^3 

2.S 

>952-53 

850.0 

201 . 1 

24 

1953-54 

889.5 

221 .8 

25 

2954-55 

908.5 

233 -5 

26 

2955-56 

960.4 

240 -5 

25 

2956-57 

992-3 

185.2 

19 

1957*58 

1036.1 

194.6 

19 


It is also not likel}’' that the corporate sector will expand its share- 
holdings to any considerable extent because of the increasing 
difficulty in procuring working capital due to a variety of reasons. 
The corporate sector must of necessity look to the individual 
investors for venture capital. Evidently this is an opportune mo- 
ment for corporate expansion. Now indeed is the time when the 
surplus in land and other odd savings could be diveited to industry. 
But encouragement needs to be given to the corporate sector if 
•this trend, nou no more than a trickle, should assiime*the propor- 
tions of a flood. Such encouragement should naturally imply a 
rational approach to the problems of coq^oratc taxation. 

A total abolition of corporate taxation is not advocated here, 
for it is outside the realm of realism or cornmonsensc*. For one 
thing, India is in a developing phase and large savings are required 
to push through the many schemes of exj)ansion. In its scarcli 
for revenues which in the given circumstances is bound to be 
ceaseless if not ruthless also, the Government must in the coming' 
years resort increasingly to more and still moye taxation. Thi? 
has already been indicated by J. J. Anjaria, who on account o! 
his present official jx>sition lAay be regarded as a Govemmeni 
spokesman: 'There diave been large incre.'isos in taxation in tin 

*• N.C.A.E.R., Taxation and Private Investment, p. 100. 
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course of the Second Plan, and it cannot be said that the problem 
is easy of 9 )lution. Few would expect that the Third Plan could 
be seen through without a further •tax effort of a sizeable 
order.***’ In this unpromising context, it is neitlier possible 
nor desirable wholly to abolish corporate taxation. Moreover, 
corporations too benefit from the various external economies 
generated by the Government ])aiticipation in the economic deve- 
lopment of the country, and it is reasonable that the corporate 
sector should bear tlicSe costs, in some measure at least. All\hat 
is suggested h^e is that, in tlie int(‘r(‘sts of the country’s economic 
development as much as in the interests of the companies, there 
is a case for a lightening of the i)restnt burden of corporate taxa- 
tion. Even di.s])a.ssionate observers like I. M. D. Little have come 
to the conclusion that the ]>reNent rate of direct company taxation 
(45 per cent) is 'fairly high’ by international standards. It is 
true that, as ])ointed out in the previous chapter, the corporate 
'^^'ctor taken as a whole is j)aying orjy about 3 per cent 8 i its gross 
receipts as taxes on incomi' and i^rofits -nut. on the face of it, 
too much of a burden Yet ihi^ doesn’t reveal tlie correct picture. 
In recent years, due t(» con>i(h'ra]'lt‘ new investment in fixed a5»>cts, 
the tax provisioned is uliimaUdv less<-iK‘d on accemnt <»1 tlie tax 
holiday and the conc<-s>ion of accelerated depreciation added to 
the develo])ment rebate ; but this fair weather cannot la>t : the 
tax biird(‘n must prove to lie much hoa^aer ex eii with the exi'-ting 
rates after a ])eriod of about ttm years. 

There is*anotlier way als*.* ]»erhaps a ir, satisfactory way--^ 
of evaluating the weight ot taxai^ n on .e c«>rporations. We 
might look at the ratio of taxes to the national income and tr\' 
to draw valid inferences Now the net 'domestic product i.f the 
j>rivatc cor])orate svH tor is estimated by the Company Law Ad- 
minislrati(»n to be Rs. 1250 crores in i05t)-37. During the same 

TVobleiu ol Keoncime, l>e\ elopment’ , / hr /:V. J urnal, 

January i<*oo). p. 247 

•** Ptiper piesenltsl at the Stmm.ir on ' Tax Pohev and the Ihinl Plan 
in the Institute lCct)nomic (innvth .iiiachcd to the Delhi S hool of 
Ecoiiinuics) in Mardi 11*50. See al-si hi^ The Thud ri\ e \ear Plan and 
the Strategy of Indian I)e\elopmenl',t/ r ‘n/.t WrJ- Special Number. 
D)(>o. According to hhn in Indi onlv the coiwratuni lax rato>. and 
persoiuil Income' I'ax rates arc high and even tlicn the latter at«' not 
effective, p. 8»>i . 
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year, the corporate sector paid in the form o^ direct taxes Rs. 
118.50 crores, i.e. 9.5 per cent of the net domestic predict generated 
by the priyate corporate sector ; and this calculation does not 
take into account the indirect taxes. Further, also during tlie same 
year, the Government gathered 8.2 per cent of the private na^onal 
income in the form of taxes. On the other hand, whereas the 
Government’s draft on private income through direct taxes alone 
was only 2.5 per cent, the draft on the coq^orations tlirough direct 
taxes was 9.5 per cent — almost a four-fold share. These are but 
pointers, but the conclusion is unescapablc that* the coqxuate 
sector is being made to contribute to the national exchequer pro- 
I>ortionatcly much more than all the other sect<^rs }>ut together 
relative to income received. It is therefore not unreasonable to 
make out the plea that the Finance Minister should in future 
consider the possibility of tapping other sectors of the economy 
like agriculture, 'public sector' enterprises, etc. in.^tead of heaping 
more and more burdens on the alreaclv burdened back ot the cor- 
porate sector. 

We are not concerned with the effects of tiie personal income 
taxation. Although very few claim that high ])ersonal taxes dull 
the incentive to invest in c<unj>anv shares, the common comjjlaint 
is that ''high personal taxes made it (‘xtremelv difficult, if not 
impossible, for entrepreneurs in the high income brackets to s:ive 
and invest funds in new entcrpri.si*s'’.®® It is wrv impoitant In^cause 
in India' buyers of shares still decidt* mo>tlv on t})e fame (d tin* 
•promoters,^® afid it is \Nrong “to o\erlook the kev rolv'ol tlie pro- 
moter behind large-scale business ventun*s“.‘* If liigh personal 
taxes really result in less invest ible funds in the hands of these 
promoters, it is a problem that requires serious att(*ntion. 

the CASE FOR A REDrciIOX OF (OKPORA'IION l.\XI> 

One may, indeed, p) further Jind say that, n(»t only corporation 
taxes should not be enhanced yet further, but i*\en that an attenijn 
should also be made to effect a reduction of the rates. The case 
for such reduction would be strengthened il we .examined (as we 
did in the fourth chapter) the phenomf*nal ti^n* in the receipts {r«»m 

k 

•• N.C.A.E.K., Taxation and Pricatc Investnu^nt, p. 

Economic UV^/f/v.^^ovem’lxjr 5, p. 1623. 

N.C.A.E.K., Taxation and Private Investment, p. 31. 
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the various indirect taxes of the Union Government Call them 
direct or indirect raxes l^otli are after all, paid bj the corporations 
themselves It is far mon difficult for the corporations to avoid 
these taxes than for indi\ idu<iW in business and thcrcfdVe there can 
be hajdly any qurstion of evasion on the part of the corporations 
Now indirect taxes arc usuall\^ IcvWd either on the volume or on 
the value of the output Ihesc ta\(s of couise are meant to be 
shifTc^d to tlie consuinei but it is not dlwavs j)ossibk because 
indirect tax^s (vvIk the r«th< \ take the shape of cxcw dutus Cus- 
toms, or sal( s 1ft. \ < s) mneast tin cost of production 01 distribution, 
thereby dc terminint' the quintitv of the j;oods tliat could be sold 
Among the important (cntral indircit 1 1\< s that affect the cor- 
porate sector arc tlu irnjjoit duiKs the export duties and the 
excise duties Import duties affect the eorjiorate sccteir onl\ to 
the extent of im n ising tin ])rK( s of tin ina( hinerv and raw mate- 
rials imjioited And in tin jnesent Indi in (ontevt imjiort duties 
1 not present a siiious iirobhm ..^s U^r export dutits»the\ are 
falling steadih owing to the (i<i\etnmf nt ]>ohcv of encouraging 
c\i)orts It IS onh tlie ♦\j»oit dut\ on h i which is prt dominantly 
controlled bv the eorjMjntt stetoi that has me n ased considerably 
from a*M<ld of Rs ii 24 <iorcs 11 ici^o 51 to Rs 20 47 crore- in 
iej5(> 57 llowevci uecijts liom tins ^ uic ^ aie again on the 
dc eieasi owing rnainh to i fah in the export'^ 

llu most iinjKulant pic/hkni from tlu point of vmcw of the 
corporate stetoi is therefore tlu n-'t in tlu \hld of exeiM. duties 
Throughoii> the jKnod >1 the^fir-'i md ''icone^ ri\('\Kai Plinstherew 
has been a piogies>i\< ri'»i in ihe * canribi »n i»i excise to the 
public hse Tiom R'^ ^*7^4 'Kue^^ in ic)So i the ee ntnbution 
from exeise' duties liis shot up to R^ eriires in I 05 '> 59 » 

and the budgeted levenue foi loOo 01 is ne irh R*^ ^80 eiores 
almost a six fold inerea-'e m the eoui^Ne ot i nuu decade Fill 
1954 *>5 e\i 1st duties wen niiinh e oiueiitiateel on items like 
tobacco and mat* lies et( and there tlu ]>ai^ plavid b\ the» cor- 
porate setteM was \ei\ sin ill Rut after the icvirsil ot ]>( hc\ in 
1955-5O (ahead\^ieferreel to m the lueMniw eh q>ler) whuh mvoKed 
a shift in I'lnphasis fremi ^ireet to imlirict taxes, the base was 
broadened b\ the mehiMon (»f luw steins hkt ino^ r spmt cement 
etc wluu' almost all tlu i>ud action was m llu hands ot ecupeira- 
tions and the lates toe) weue heightened on ge>oels like steul ingots. 
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electric bulbs, rayon, tyres, tubes and paper, where again produc- 
tion in the corporate sector predominated. As the corporate 
sector produces (as we ha^^e seen already) about 90 per cent of the 
industrial o\itput in India, it will n*ot be far wrong if we hazarded 
the conclusion that nearly 90 per cent of the excise duties is,xcally 
taken, by sleight of hand as it were, from the coq>orate sector. 

Nor is it the mere increase in production that has resulted in 
this phenomenal increased yield in excise duties. Prodiiction 
has? increased no doubt, but the tax yields have increased at an 
^ven faster rate as may be seen from table v: 

T A B L r V 


INDUSTRIAL LKODIX^TION AND EXCISIC DUTY** 


Year 

It:il> \ of Indushml 
Pioduction 

r. 

Indtx of Excise Duty 
Paid bv 1.001 Companies 

1955 

100 

100 

1956 

lot) 

125.0 

1957 

112 

1 79. 1 

1958 

114 

222.0 

1959 

124 

-\S 0.7 


\Vhcrcas.i)rodiicti()n increased by 12 per cent in the course' ol two 
^ycars, the yield from excise M^ems tQ,ha\e increased at a rate five 
or six times that of the increase in production It is no less inte- 
resting to examine the part played by excise duti(‘s in conijiany 
finances (table vij. 

As the excise duty is included in tlie cost of production, it some- 
times lends to inflate the jirices ; in the Indian Textile industry, 
for exam}»le, this inflation in prices lias had deleterious const*- 
qucnces. As the Htkdu editorially remarked, "wliat was gained 
on tlic swings is lost on the sides”.** Increast^d cost inevitably 
encounters corresponding consumer resi.stance. ,Conse(iuently, if 
larger sums are colk'cted by way ol^ excise duties, the rec(*ipts 

See Census of Manufactures 

** RBI Bulletin, September 1961. 

** Issue dated 22 April 1958. 
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TABLE VI 


EXCISE DUTIES AND DIRECT TAXES AS PERCENrAGE 
OF lOTAE RECEIPTS** 


Year Pubhc Limited Companies Private J nmied Companies 

(i o(ii Companies) {^^^Compmus) 



7 xci^c 
l)Htu ^ 
oj lotal 
• Pi Cf l pts 

Direct 

I axis as 
of lotal 
Ren ipts 

7 xcibc 
Duties 
* f cf J otal 
RtCLipts 

Direct 

1 axe^ dj? 

^ nf Total 
Receipts 

1955 

1 7 


2 2 

3 0 

1956 

•) 3 


2 0 

^ 0 

1057 

6 S 

2 9 

3 « 


195 « 

s 0 

^ 0 

3 S 

■> 

1959 

7 8 

- 9 

. 8 

4 


from otlur diioct taM'** art id\cwh atfctUd For in^tan c in 
the 1,001 publu tomjunits [Un wliuh fuuri - art in the 

table) see tint wink the excise duties ln\t inert ast cl from 
47 ]jcr cent to 7^ jhi tent the diutt t ixt ha\t registered <1 
fall from j 5 ])er cent to 2 9 per etiit diirin.^ the sanit. ])eriod (1955- 
59) Ihe ])osition is otlurwist with re^^ard t the pri\’«tt limntd 
companies as the ab()\e t tbk eli iih show^ the\ were perhaps 
more suece^ieful in shifting 140 indirect taxe witho^it jc‘<>] ardisinej. 
their own wcllbtiiig Ml Ihtst eun'^uhi ilioi lead te* tie eonelu 
Sion that since the Go\ eminent is 11 >w ])lac iic; the mam accent 
on c\civ* duties and otlur iiitliieet taxes it e in alfe«Tel to retiuec 
the rates of ci)rporate taxation without '*enousl\ alieetint; tlie 
total yield of the taxe s 

INCENTUE T\\\TU')N 

riic Indian tax s\stem has eeitiin fe itnres whuii aie imeneied 
to jiroNide mceytiMs fe)r incieaxd sti\ 1114 and m\ e^tnie^nt We 
have alreadv examine el in tjie thud ehapter tl e \anoiiN meenti\c 
measures like the* tax holuLu tin diifereninl ipoiition tax 
and the de\elopment rebate It is eliiniexl In •the Genenimemt that 

*• RBI Bulhttn, September 1001 
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these inccnti^'e tax measures lead to increased ^production and sf 
larger volume of capital fonnation. But, then, '"how fpr the rise in 
capital formation and increase in production are really due to 
the incentive tax measures is anybody’s guess. As we saw at the 
end of the last chapter, taxation represents but one of the various 
factors that determine the quantuhi and nature of capital forma- 
tion. It need not also be taken for granted that in the past tax 
conces.dons have greatly increased the incentive to save alid to 
inVest. Regarding the pre-Plan period, for example, R. N. Bhar- 
gava says : “The tax measures announced in 191,6 failed to in- 
crease production to any considerable extent. The bottleneck to 
production is shortage of capital equipment, raw materials and 
technical skill. No tinkering with the taxation policy can auto- 
matically remove these hurdles.”^* A mere tinkering with the tax 
policy may not be of much use ; but an imaginative handling 
of the tax policy may yield - indeed, cannot but yield— far better 
results. ^ 

The differential corporation tax which discriminated in favour 
of retained profits was abolished in the 1959-O0 Budget. I'his tax 
was supposed to encourage an increase in the profit retentions of 
the corporations. On the other hand, even though the tax may 
reduce the divddenas, it does not follow that sucli retention will 
be necessarily conducive to capital formation. The retained 
profits must be kei)t simply as reserves. One cannot therefore 
say definitely whether the j>olicy of encouraging profit retentions 
. can automatioally increase the savings available fon in\'estmcnt 
in the economy. 

The Tax Holiday is yet an(>thcr measure intended for providing 
incentives to invest, but this too has no more than a limited use. 
When a new company is })romoted, it i> seldom that taxation 
plays any vital part in its decisions except in so far as the taxes arc 
also taken into account in calculating the ])robabh‘ level of the 
profits that may accrue.^’ Moreover, very few enterprises begin 
to earn substantial profits in the early years of their career to be 

'Taxation of Business Profits' (Commerce. 3 May i<)47, p. 003)- 
See’^also Nanda K. Choudhry. Tndian 'Tax4ition Policy : 10.^6-51’ tn 
the Indian Economic Journal, July 1955. p- bi. 

See article on ‘Hffects of Taxes on Concentration' by J. Lintnei 
and J. K. Butters, in the Symposium, Business Coticeniration and Price 
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able to a^ail themselves of this scheme. The Taxation Enquiry^ 
Commission after analysing the causes of the ineffectiveness of 
tliis measure, says : “The main reason ^or the ineffectiveness of 
Section 15C is the grant of Initial and additional depreciation 
allowances which, together with normal depreciation allowances, 
make up nearly 80 to 85 per cent of the cost of fixed assets in the 
forq^of plant and machinery within the first rive years of the life of 
the concern. As these depreciation allowances have to be deducted 
first before com])uting jjrofits for purposes of income-tax, it has bifeen 
difficult for anf ajipreciable number of new concerns to claim the 
benefit conferrerl under Section 15C. Moreover, as the concession 
ap])lied to all industrial concerns, it lose ^ some of its effectiveness as 
a stimulus to capital formation. In s])ite of all that we have seen, 
the income exem]^ted owing to Section 15C has increased considera- 
bly i.e. from 14 02 lakhs in 1953-54 to 158.77 lakhs in 1959-60. But 
the number of reci])i(nts has not a]>])redably increased.*® Xever- 
;| .Imqs; as the i)rmcii)le undeilying ^his scheme is doub^css salu- 
tary’, a few modifications miglit make this measure serve its purpose 
better than at present. X()W. tin' main objection to the measure 
as it stands is that the benefits (»ffered in the early years are really 
superfluous for tlu* new companies ; l(»r tliev are unlikely to make 
l>rofits anyway, and the holiday is thus morely'uotional than other- 
wise. But if Section 15C, n*lating to the tax holiday, tould be 
modified or iinproveil ujhui through the provision under this scheme 
of carrv-h»rward lacibties tui exeinjuion^ which the company has 
not be<‘n able to set off agCMiist o^uTating orufit. it miglit prove* 
much more of a rt'al incentive to tlu* new' coi inks. 

The trouble with the various concesNionai measures like the 
develoj linen t rebate, liberal depreciation i)ro\isions aivi tlie tax 
holiday in the corporate tax structure is that the more advantage 
is taken of them, the nearer is the period ot full-fledgeti taxation. 
This can hit tlie corporate sector hard. From being completely 

Poliev, pp. 24O. laiitner and Butters nijlv^y Kvl that taxes ha\c 
little adverse elfcct on incentives to st4irt now oiitei'pns<^*s. .Vlthough 
people are intcrest^l in profits, they tlo not take iu)ie ot Uixes unless, ol 
course, **tax rates appnxich confiscatoiw levels .lud are expected to remain 
there” (p. 243). 

Report^ Vol. II, p. loi. 

** Source : Kole.vant issues ol the .b/ lv»dui* lav Kcii'^tuf 

Sfa/istics, 
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*free for a time from the attentions of the ta:^ ►gatherer, it coul^ 
be embarrassing or worse to be called upon suddenly to pay a 
sizeable chunk of the profits. More than the pleasure and the 
relief that the holiday gives is the Tear or anxiety that the holiday 
is soon going to end and tliat the full reckoning can be d'^layed 
no more ! Moreover, the recent tendi‘ncy has been to raise the tax 
rates almost in every budget, and the result may very well be that 
tlie companies that have enjoyed tax relief througli conce^ional 
measures in days of relatively light taxation will be required to 
face full assessments at higher rates in the years tW come. 

One reform is worth trying. If, instead of a romplcte tax-free 
period of Hyc years (as under Section 15C of the Indian Income-tax 
Act), the tax holiday were turned into a jiartial ‘working day* 
involving the payment of, say, 30 per cent of th(‘ tax liabiliti(‘S, 
and if concessional taxation were s])aci‘d and sj^read over many 
years, the tax rising by stages from 30 per cent to the full comple- 
ment inVhe course of ten or tnore years, would it not be productive 
of better results ? This should entail no loss to the exclieipier, but, 
on the contrary, it may prox'C far more acceptable to the com- 
panies themselvi's. This extended tax holiilay schenu^, ('oiijJed 
with carry-forward facilities, may go far in providing real incenti\ es 
to the companies. 

It must, however, be candidly admitted that special tax incen- 
tives do hot -and perliaps cannot on the whoh* provide any 
special "encouragement to the private sector to increase tlu‘ capital 
'investment. Rightly docs the U. Nr Rej)ort call tax ' ineaMires as 
at best “blunt instruments for the specific channelling” of traih- 
and investment.'*® Incentive taxation thus presents ct)n^iderabl«‘ 
difficulties, since it must necessarily be ])redicted on the estimalt‘-> 
and expectations of the decisions of traders and investors whii h 
they might be expected to take as a rt*sult ol the tax concession.-. 
Even so, underdeveloped countries cannot rpiite afford to a(lo])t 
the attitude of Benjamin AndiThon that “taxation should be 
neutral as far as i)ossible with re.spect to human dei isions, whi<'h 
must rest on the individual circumstances”.'*^ T.ix incentives aii* 


The llffects of Taxation on I'orcign Fradi' and Investment, p. 
Sec also U.N. IX'AFIi liulletm, Vol. V'll, N(». j. November 1030 
(Bangkok), p. 40- 

Financing American Prosperity : A Symposium, pp. 51-55. 
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Useful in theory, byt theory often lags behind actuality ; in practice 
investment r^epenSs, not on incentive taxation alone or on it 
particularly, but on investmont opport^nitio*-' and also on the 
interest rate. Many of these incentiv(‘ taxation mcaAires consi- 
dered individuall\ arc efficient tools in attracting capital for the 
desireo. lines of investment 13fii the j)otencv in them is consi- 
derably lessened by using all the methods at the same time 
On Tiie other liand, it must be (‘oncedt'd that tax concessions 
in the underdo velojied* countius, whih* tliey may not hi\e 
decisively favourable effc< t^ dr ne\(rth(lcs^ create a favourable 
economic climate for the in\(*-,tors lit-idc-, the diiect effect of 
tax concessions on the li(|UKlitv ])o>iii(ai ai the cr.mpany i> 
important. 

From what w said abo\e it is in»t to he c i*ni lii(lf*d that no iin])rove- 
ments m the* tax stun tuo (an im n av* tlu cajatal lormation 
this would be too jiessimistK a \ i< u nf tlu Nituatmn Even it 
tax measures do no inon* tii<in citat(^ a tr.Hxl ( limat* , tlu/t is itself 
a consummation thitt ism«»‘,t (h*sirabl^ All that i-^ iin])lud in our 
argument is tluit spei ifi* tax int asuit s < anivd b\ tlMnisthes sohe 
the problem of capital formation Actuallv the pioblem is (me 
of desig^iing a complete stnictun* of t.ixation that will be i ondu- 
cive to tlie ac'comjilishim nl oi ra]*irl a onom*« cicvclopnunt, instead 
of the cuirent juemneal ,ate*mpts - w hieh bv tluMi \(ry natuie 
aie a])t to ]>io\e hirgn Iv imfhctne -at }>n>\idinj ^IU^ntl^e•^ to 
ampler capital foiination 

fax i\ciir)K 

IMPRfWLMLNT IV APMIX 1 K v IK 

The veiv first need iii our lax 'vv-.tim is a thoiougli tiizhteninc: 
up of the adiiunistration and a coin sp( aiding inciia'^f m th( eth 
ciency of tax* collection A lor»lv at ilie mcRxiso m llie < ost oi collec- 
tion of corjxuation t.ixc's will i»*n\im.L iis tliat i!it‘ tllicuncy 
neviT veTV high is now steadilv on the dis lease latl ti than otlui 
wuse r.VBLK vn ^i^iow.s the C(»st ot collection's and tin actual C('i- 
lections and tin' niimbei ol ^s>»ess^ee'' loi tlic ten war period trom 
1040 to 11)50 "" 

‘•Source, i onibincii Rt^thUc ii>,l i .fin' t*. "n and .■!/. * 

Income lax Rnenm' ielo\ ant issue"'. 
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TABLE VII 



( 'ost of 

Ko. of 

^kciual Tax 

Year 

Colled ions 

A ssessccs 

Collections 


(Rs. Dikh.s) 


(Rs. Cmres) 

19^9-50 

46.8 

7849 

37 16 

1950-51 

55-4 

8519 

39.33 

1951 - 5 -i 

58-7 

10701 

40-75 

1952-53 

70.1 

i)7c 0 

42 <»8 

1953-54 

79.0 

9933 

40.19 

1054-55 

78.4 

9155 

3<'-45 

1055-56 

81.7 

102O1 

^6.52 

1056-57 

105.4 

10781) 

50. ((> 

1057-58 

112.8 


55-66 

i<) 38-50 

111 

19777 

55-52 


For an increase of 44 per cent in the total collcrtions and an inrn'ase 
of 47 per cent in the assessoes the cost of collect u>n has increaM*d 
by nearly 239 per cent. Obviously sornetlnnj^ is wron^ somewhere 
which calls for a com{)lete probe (not the partial (uupiiiy condiK ted 
l)y the Maha\'ir TVaf^i Cornmittetd and the pnimj>t institution of 
remedial measures. 

• 

prevention of evasion 

I Directly flowing from this is the persist(*nrt* of con^iiderable tax 
evasion. There are no two opinums about this evil, though <lilfei - 
ing estimates are being given regarding tin* volume' of tax (‘vasion 
in the count^J^ Nicholas Kaldor, for example, has estimated tliat 
the amount of revenues lost through the evasion of income ami 
other direct taxes of the Union (iovernrnent is of the ordtT of 
Rs. 200-300 crores.*’ But the Central Hoard of Rtweniie puts the 
figure at about Rs. ^o crores.^^ It is quite ])ossible that th<‘ CBR 
figure has undere.stimated the extent of the evil, but on the whole 

Indian Tax Reform, p. 105. Kaldor in liis evidcnP.c before tho Duect 
TaACS Administration Kiupiiry Commitfoe .s*iid that ho h;wl inchidt'd 
within this figure, not only tax-evasion, but also tax avoidance. (I'he 
Hindu, 3 December kpjo). 

Sec D. T. lAkdawala. Taxation and the Plan, p. 202. 
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\his lowe^ figure likely to be nearer the truth than Kaldor's," 
because the hitter has based his calculations on the national income 
estimates which, in their turn, "are based on very slender materiar'. 
Nevertheless, even the CBR figure of Rs. 50 crores is no negligible 
amoupt to be allowed to be lost through mere evasion. Analysing 
the reasons for this apparently large-scale tax evasion, the First 
Fiv^Year Plan rightly remarked: "The fact that the corporate 
form of organisation is confined to a limited sector of business 
renders the problem of» checking evasion difficult, particularly in 
regard to tradiiffe oiieration*^. E\ en where the corporate form exists, 
the close inter-locking of managerial and other controlling interests 
in industry, trade and finance offers to the unsciupulous oppor- 
tunities for evasion. A widening of the corporate sector will 
certainly reduce evasion because of the strict watch now kept 
over its activities by the Company Law Administration and also 
oecaust' corporations themseivts an* in tlie felicitous phrasing of 
L(/ • Fdsenstein, "a .sturdy refuge Jrom the di>c( mforfa of pro- 
gres.siou".^* 

KALDOU'S reform PROPOSALS 

Kaldor, on being summoned by thv (Government of India as 
the physician of <»ur tax system. Miggested a thorough change in 
our tax structure so as to render tax evasion practically impossible. 
According to him, “it is far better to have a f(»ol -proof system of 
taxation with a moderate schedule, than a svstem which has the 
appearance ^f high j>rogressiTitv but which mnol be effectively 
i r impartially administrated” Kaldor’s p. posals accordingly 
aimed at broadening the tax base through the introduction oi 
(i) an annual tax on wealth , (21 the ta\.ition of capital gams; 
(3) a general gift tax , and (4) a personal expenditure tax, ir 
addition to the usual income-tax The simultaneous operation o 
all these taxes, aided by the introduction a “comprehonsivi 
return" and a "comprehensive reix>rtmg sy>iem on all propert} 
transfers and other transactions of a capital nature” were con 
fidcntly cxi>ecteA to reduce evasion considerably, if not eliminab 
it altogether. Again, bocaufo all those varied ta os were to b 

“p. 51. 

The Ideologies of Taxation, pp. 178-79. 

Indian Tax Reform, p. 2. 
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wssessed on the basis of a single "comprehensiye return", they 
would have an automatic self-checking feature m a dj>u6le-sense, 
that is, "both in the sense, that concealment or understatement of 
items in ordtr to minimise liability with regard to others, and in 
the sense that the information furnished by a tax payer in the 
interest of preventing over-assessnlent with regard to his own 
liabilities automatically brings to light the receipts and gains 
made by other tax payers".^® 

H6wever theoretically efficient Kaldor’jii system may be, it 
has to be admitted that it cannot be expected to v'ork perfectly 
imder Indian conditions. For one thing, if wc must have Kaldor, 
then we must have him wholesale ; only then can his prop()'>als 
have a real chance of proving effective. But such a wholesale 
acceptance of the Kaldorian dispensation is not ]>ossible, for 
certain suggestions of Ids are likely to cause vt'iy adN'erse psv- 
chological reactions. India neither possesses a very efficiimt tax 
administration as is to be found in. say, Sweden , nor has it a 
majority of honest tax payers, and there lore considerable tax 
resistance lia.s to bo accejited as a continuing fact of out lile owing 
to the operation of various factors.*^® If, in D T. Lakdawala’s 
words, "the taxed sector is not a world sufficunt unto its^ll, or 
where different units-of the sc‘ctor are liable at different lates of 
taxation",®® evasion cannot be controlled, inucli less eliminatt‘d, 
even with tk<* introduction of Kaldor \s schemt ; and in India, the 
taxable units are few and the economv is not pro]>erly organis<»d. 
and hence even Kaldor’s system cannoj pre\’ent large-scale evasion 
here. The foremost objection to Kaldor ’s ])roposals. however, is 
that they have, in tlicir totality, never before Ixvn ('X|>eiim(‘nted 
with anywhere so as to cremate confidence in theii t'ffii JK y. It would 
indeed be hazardous to start and exjieiiinent with siu h new techni- 
ques of taxation, particularly at this anxious stage of economic 
development in India 

••Ibid. p. 2 . But the Direct Taxe^ Adminisir.ition ICiKpurv C otu- 
mittee (1958-50) camo to the roncliisioii tlut this will not he worthwhile 
and "no additional benefit mii^hi accrue inerelv Irom the introdia tion 
of a tcomprchensive return". /Report, p. 2. * 

•• See R. N. Tnpathy, Fiscal Poltcv ahd lunuomir Deichpm^'nt in 
India, p. 1 ^^. Sceforan interf'stmglislof the fai tors that .ire resjKinsible 
fora low degree of tix Ifileranre, K. N. fiharg.iva. Indian Public Finavres, 
pp, 49-50. •• Taxation and the Plan, p. 20 
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Even tjiough Kaldor's proposals were not adopted in full 
the Goveminent olf India, many features of his system (for example, 
the Wealth Tax and the Expenditure #Tax) were blindly super- 
imposed on the existing tax <!tructurc But as discussed earlier, 
the r(j<>ults have been far from satisfactory Ihe Kaldonan system, 
let us repeat, should be imjdemcnttd all m all or not at all To do 
the^ormer would be hazardous m a country of the size and with 
the problems of India but piecemeal experimentation may produce 
effects contrary to those intended Wt shall be only achieving 
an additional twist of coniidication in the tax structure without 
reaping any ]>ropoitionate ad\antage 

NEED lOR SIMPIUIIY IN nil 1 \X STKl ( TORE 

Already, in smne of prcMous diapUrs wc ha\#‘ drawn atten- 
tion to the coin])lex natuu of our t ix liws and the mutualh con 
tradictorv clauses to b( found in the cor]>oiatt tax structure m 
T Vnv iin]>ro\( Hunt m tlu t^x strurture should^ therefore 
first assume the foim of a reduction in the eom])lexitics of the 
present s\stcm \n inij ortant fird de]> was taken in this direction 
in the Budget for whdi tlu old s\st(m of grossing was 

abolished and tlu t<>tal < ornbin* d ratt of corpoi itt tixaiioii was 
reduced from 51 5 per cent to 45 cent to oftsit am increased 
burden tiuit might occur as a n suit of iiu abolition ni grossing’ 
But, as R J IarapoR\al\s nctnt stud\ has eUafh demon- 
strated this decreasi is obMousK not sulheunt to neutralise the 
additional biirdcm It wt>uld«bc inon in ke\ ig wft>i t^’e capaeiU** 
of the cor])orate settoi if the tot il rate w reduced iioin the 
present 45 ju'r etnt to about 40 per edit of tlio pr<jhts 

Hc»wo\cr the cor^iorition < xceiitncs an ’ tntrtpreneiirs stem to 
feel that e\cn 45 pci cent i"' fairh r< asunabk and they are sore^ 
onU about the taxation ol bonus shares and a rigid 23 V Section ®- 

•' [fie \t t SfhiWt ( f (. \ i ixt / i »(> Fhc Fotleia- 

tion of liuliin e himlxis <ii e omnui < 11 1 In ii\ 1 * tlu N^sxiiieil 

Chainlu'i ot ( ommeu e* h we ils*'^ pubh^'hod sinul ii lu s Howt'ei the^ 
Indian Institute qf. Puhlu ( ipiuion h « ^int 10 the ^.oiulnsion tint th<' 
new' s\stoiu ol taxation h is hit^i ithei \ In wi 1\ ill in Mistn*d sub icioup*^ 
except iiunmg ind 'll \ P i* ( >i?imdgan, 

November i<Km) 

•*NCAEK la\atnm and I'tu tU It o/'muf p 
exptessed during the interviews) 
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Sh spite of such an expression of opinion, it doesn't seejn to be 
a wise policy to increase the rate from 45 per cefit to fo per cent 
as the 1962-63 Budget hasrfone. 

The 1963-64 Budget — the first 'Eihergency' Budget — goes even 
further, and a 'super-profits tax’ is proposed to be leviecj on 
companies. After leaving out of the nett profits (i.e. profits after 
corporation tax at 50 per cent has been already paid) some 6 ^er 
cent of the company’s capital and admissible reserves, on the rest of 
the Aett profits the 'super-profits tax' would operate at 50-60%. 
It is needless to say that the tax hasn't at all founll favour with 
those connected with the industrial sector, and the fear has been 
expressed that this additional tax would seriously interfere with 
capital formation. 

In order to simplify the corporate tax structure in India, the 
special tax concessions giv’^en to corporations with incomes below 
Rs. 25,000 per year may be abolished. For one thing the incomes 
below Rs. *^25.000 make but a poor total. For instance 5,567 com- 
panies with incomes less than Rs. 25.000 made Rs. 6.67 crores, while 
4,224 companies with incomes above Rs. 25,000 earned Rs. 213.77 
crores in 1959-60 (Income-tax figures). Apart from this, in the 
Indian context the profitability of the firm rist\s as the firms* grow 
in size, table viii gives some comparative ratios for 1,001 large 
companies and 668 small companies which lead to the unmistak- 
• able conclusion that the larger companies are more profitable.*® 

TABLE VIII 


1957 1058 1959 

Large Small Large Small Large Small 


Gross profits as % 
of total capital 

employed 7.5 5.2 8.0 6.x 9.8 7.0 

Profits after tax * 

as % of net in- . 

come 6.5 1.9 7.1 4.x 10.5 5.3 


** RBI Bulletin, December X960, February xgfia, March 1962. 
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In a djfferentt study again, the Reserve Bank of India®* hA* 
concluded ^Jiat the profitability of companies in the sugar industry 
shows an upward tendency with the gr(»vth in the size of the com- 
panies. We have earlier seeft that large companiel have more 
capj^ity for auto-financing than small companies. Thus there 
is plenty of scope for economics of scale in the Indian Corporate 
Sector. Hence no premium should be placed on the smallness of 
the concern through tax concessions. 

ELIMINATION f)F 'NUISANCE* TAXES 

Apart from such reduction in the combined rate of the income 
and corporation taxes, it is also necessary that certain ‘nuisance' 
taxes should be abolished, because of their low collection and 
adverse effects on the psychology of the investor. Recently, A. D. 
Gon\’ala, an eminent administrator, caustically remarked ; “Of 
Governments in India it may be rightly said as a general rule that 
t^'CV irritate more than they tax t^x more than tlicy ^llcct, and 
collect more tlian they wisely spend" Foremost among these 
irritating taxes is the ta\ on bonus shares As a tax it brings in 
ver>" little leveniie. wlien it is balanced against the psychological 
reactions it causes to corjH)rafri(»ns (1 e corporate managements) 
and shareholders. For instance, in 195O-57. the withdrawal of the 
tax rebate m respect of the undistributed profits of companies, 
the sujHTtax on dn idends declared in excess of b per Cent, the tax . 
on bonus shares, and the othei minoi changes introduced in the 
corporatiofi tax structure.# all brought in ust Si paltry sum <rf 
Rs. 7-6 crores. The inequitable nature of tl Indian tax on bonus 
shares has, besides, been ad\’ersely commented on by many autho- 
rities.®* 

The Wealth Ta.\ on rom])anies was another tax that caused 
considerable annoyance to the businesN community, till it was 
wisely abolished in 1959.*' There is another tax, namely the Ex- 

Ibid., July 1901. 

•• Of Matters Admimstrattir, p. 28. 

•• R. J. Tarappxxn'ala, 'The I'nUilancod Structure of Company Taxa- 
tion* {Capital, 18 Deceml>er 1058) See also National Council of Applied 
Economic Research, Taiaitc^t aful f^^reign Investn\*f, pp. 5 ^ 7 * J 
and Taxation Enquiry CommissK .i, Report, Vol.^II, pp. 161-4. 

Actually the taxes on wealth and on bonus shares en<^urage the 
^4 \Trkct nf hiKinefismon who ^*ere interviewed 



294 I'AXATION OF CORPORATE INCOME IN INDIA 

^^enditure Tax, which, even though it does not* afiect companies 
directly, nevertheless influences investment indirectl^f* by imping- 
ing on the high income brackets on the one hand and, on the other, 
making it difficult to import foreigh technicians. The main objec- 
tive in having the tax is to provide an incentive for saving ^d to 
stop excessive and wasteful consumption. Hut it is highly doubt- 
ful if the objective will be — or can be — achieved under Indian 
oonditions.®* Tn underdeveloped countries, the inflationary'' pres- 
sure is likely to be considerable when the (k'veloj)ment programme 
j> large relatively to tlie size of the economy. A© incomes ri.se, 
the marginal incomes will only go to raise the consumption level 
rather than augment the volimtary saving.s. Taxation is ])crhaps 
the only effective instrument to reduce such inflationary i)rcssiircs 
generated by the momentum of economic de\'eloj>ment. Thus, 
as Ursula K. Hicks says. *'ex])enditure taxes lia\'e an important 
part to play in curbing inflation in ])rimiti\’e conditions, but to be 
effective ^hey must be assesi^'d on things of which peo])lc buy 
moie as they get richer, and must cover the ]>urchrises of as large a 
section of the population as possible’*.®® Hut the expenditure tax, 
as applied to India, is not likely to influenu^ the behaviour of 98.5 
per cent of tlie tax-payers who, between them, account for more 
than 84 per cent of ihe assessed income, and thus this tax cannot 
ser\''e the purpose it is apparently intended for. H. S. Lokanathan 
by the Indian Institute of Public Opinion weic of the view that these 
taxes in practice encouraged higher distribution of dividends in general 
,(See Quarterly l^'-onomic Report, Jiinc-Ji^y 1057). It is surpiisiiig tliat, 
at a time when the private sector is in necx.1 ol capital for expansion, il is 
being forced by our fiscal policy to raise dividends instead of encourag- 
ing it to retain profits and reinvest them . 

•® A. K. Prest has questioned even the theoretical .siiperioiity’ ol the 
expenditure taxes over income taxes in the matter of cncouniging 
savings. See his The Expenditure Tax and Siiving', Rcofiotnu Jourval, 
September 1950 and 'A Tax on Expcndituie’, IJovci^ Hank Review, 
October T056. See filso/')m Prakash, ‘An Indian \’iowo£ the h'xpenditiirc 
Tax*, The Manchester School, January p]) Yi, In the Indian 

Expenditure Tax Act, many ol Kaldor’s imixirtant obje(ti\os were 
scuttled and Kaldor himself said that they wore ‘^little ntoic than 
showpieces’* and bear only a “buperfirial resemblance" to the taxes 
originally propose<l by him. ‘Tax ^Reform in India*, licomniu Weekly, 
Special Number, January 1059, p. 195. 

•• ‘Direct Taxation ifnd Economic (Growth*, Oxford Economic Papers, 
September 1956, p. 304. 
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says rigl^tly tha^ *it is a relatively ineffective weapon from tlfb 
point of vi«w of curbing unnecessary consumption and the adminis- 
trative burdens and comjilexities which it imposes arc out of pro- 
jiortion to its revenue yield” There are thus strong reasons whj" 
tliis^xpenditure tax sliould be scrai)i>((l 

rhe Capital Gams Fax is one more tax which also ( ould be ])ro- 
fi^blv abolished in the interests of higher caj)ital formation in the 
private sector Many cajiitalists in\ist in ikw cijmjianies mainly 
because of the ])ossible accrual of futuic cajiital gain^ 70 jier cent 
of the replies i i\ td fiom inve^tois ( Mth income s o\ er 20000) 
indicated tliat tin v in\C'>ted in shares with the obpetne ol cajutal 
appreciation rather thin (aining sccuu or high in( cmies 'thus 
cajutal gains sluuild then be any siu h at all — aie merely the 
rewaid lor th<‘ assumption of iisk and initiatue A tax on capital 
gams tlK‘iefon acts as a d^turciit on sik h risk meestments and 
makes juoph^ \Aiv sife’ Mono\tr the colUetion of capital gams 
b< a \ii\ uiu<tt<iin aitair I il^ng all tli( se* er eumftances into 
consKh ration tin State might boldU aboli^l this tax since after 
all, taxis on e ij>ital g.iins must nsuli \ Itin-' UlK in a reduction of 
the yield of < stab dnlv lor wl at is gain d immcdiateK as capital 
gams tax is onU at the < xpen^ ol what will otheuM-t accrue later 
on as estate duty Vsesiat* dutu s also liom j ait of e>ur tax s\ -stem, 
little would Ik lost it tlie (a]ald gains tax wcu mac abolislied. 
It would indeed 1 h mon ((»ndiui\^ to the u e»nomK*eie\€le)pment 
of tlie i e)imtr\’ il in tla ]»la<t C)1 tlu ( ajutal gams tax onh the estate 
duty wcTi^ letaiiu d and (i 41 ertion tluumi. ' tightened m such*a 
wav that e^aslon is einiti\el\ t liimnate Tiu mam Iea^on 

"® From his Forc'woid t<.) Kaj i I i helku di s 1 <hti/ P //m w I 7i(lc9- 
dt t clopt d ( oitntni'^s 

This tax Ilis Ih.'Oii aU>lisluil i’ the 1002 o^ ikidgot 
K IGlakiisliui think'' that the' t ix i" leitmib not app opnatc 
loi ill! iindeidew I loyx* I n)iiii(i\ like In Iw -> if lf*i it* 1 i^>} omic 

Pf obh Wl - p j 2 ^ • 

•* X (' \ 1- K luxitiov n I Pf li If* ' p “s 

rrsiila K IIkUs si\s I woiikl m iiniaiii ihit the prospect o: 
approe'ititioii IS ^->mothin; 10 bo oiuouiagisl latlu: tliin laxel smci 
it IS a ptiwoiful stimulus ivj ii''k taking aiul heiiKO MU.iieeih of hari 
woik” t I hrei t 'f.ixation aiul re^nomi* Caowth i r 

Paptfs SeptcMubor p 31 si ^ 

Tho cMpital g«iins tax .ilso .i» ts as a d^'tonoTil to |x>lential iv^rcigi 
investors lHX«iuse thou' is no <apild gains 1 1\ in m inv othei uiuler 
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^iven by the Finance Minister for the capital gains fax is equity. But^ 
it could be legitimately asked how far the equity cq^nsiderations 
are justified if only the realised capital gains are taxed, since 
it is well k5own that not all the capital gains are realised. For 
instance, in the United States of America, large amounts of capital 
gains (66-75 per cent) are not realised and consequently not taxed.’* 

Finally, besides reforms in the rates and the number of the 
taxes, some real improvement is also called for with regarcf to 
theuiethod of computing income for purposes of taxation. Gener- 
ally speaking, the current Indian method does not militate seriously 
a^xainst the corporate sector ; but there is still considerable scoj>e 
for improvement, so that many procedural uncertainties and delays 
may be eliminated. 

SECURITY FOR INVESTORS 

It would not be out of place if one point were reiterated here : 
the tax s]4stem should give reasonable security to investors against 
the erosion of capital through inflation. Owners of capital are apt 
in times of inflation to lose heavily if the historical method is 
used in calculating depreciation allowances. During the developing 
phase of an economy, it is more or less inevitable that prices Should 
rise — as is being wrtnessed in India today. Since it should be 
possible to anticipate with reasonable accuracy such rises in a 
planned economy, the Government could see its way to granting 
sufficient immunity to the investors against such anticipated 
gapital erosion. ,,At present the develcjoment rebate, which is the 
safety valve provided, amounts to 125 per cent of the original cost — 
which gives a bare margin of 25 per cent. But tliis is too small 
a margin for machinery with a long life. Hence, the development 
rebate might be given at considerably higher rates to the needed 
sectors of the industr>^ depending upon the anticipated rises and 
the probable "life" of the machinerx' concerned. The whole point 
is this : when price-sfability is not possible because of the expand- 

developed countries, especially in Asia. This aspect is very important 
because at present foreign capital is playing a significant part in the 
economic development of India, (^c N.CtA.E.R., Taxation and Foreign 
Invesiikent, p. 87.) 

See L. H. Seltzer, ^he Nature and Tax Treatment of Capital Gains 
and Losses, p. 110 and also Economic Weekly, December 15, 1956, p. 1469. 
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«lng nature of the^economy. the corporate sector should at least 
adequatel;^ jroteSted against the erosioh of its capital as a result 
of inflation. It is, of course, not meant Jiere that the State should 
take care of the expansion sehemes of the companiis by giving 
up its share of the profits altogether. Capital expansion may be 
entirely the companies* affair. ‘But surely the State may at least 
be expected to take steps to safeguard the capital of the corporate 
sector. And this is necessary because the Indian Government 
exercises the right to fix the prices of many goods like cenJent, 
paper, iron and steel, sugar, etc., on the basis of only a reasonable 
— not an exorbitant — return for the industry. For example, in 
1958, the cement industry was allowed only 12 per cent of the 
capital employed as the 'reasonable* return ; in 1955, the rubber 
industry*s ‘reasonable* return was fixed at 10 per cent of the capital 
employed ; and so on. The pric<‘ being thus fixed for the products 
of vital areas of the corporate sector, the profits of the corporate 
sector are artificially contained ; the corporate sector i^ not only 
,1 ‘nif^d the ‘advantages* of the rising prices, but at the same time 
it is also beset with the ‘disadvantages* of a rising price level with 
regard to the replacement of capital assets. The corporate sector 
— the^ulk of it, at any rate —thus finds itself getting the worst 
of both worlds. A more liberal development* rebate to safeguard 
the erosion of capital would therefore be a \er\’ desirable move 
and would lielj) to give a real measure of security to t 4 ic investors 
in the corj)orate sector. 

NEED FOR CUNnXriTV 

We have seen in the preceding })age> hov. ertain modifications 
in the tax structure are urgently called for and how such reforms 
would make the tax structure more adapted to a climate ot eco- 
nomic development than the prese^’*t one On the other hand, there 
is need also for ‘continuity* in the tax system, for flexibility, al- 
though desirable within limits, could easily 6e o^Trdone. Without 
sacrificing the principle of inner flexibility, the structure as a whole 
should be rctai\^ed in its broad outlines for reasonable lengths of 
time. Too frequent changgs in taxes and tax rates have adverse 
effects on tiie behaviour of the inv^stors and of st 'ck markets, and 
consequently on the pattern of investment also. During the develo}>- 
ing stage of the economy, most of the corjiorations will have the 



298 •taxation of corporate income in INDIA 

^ continuing problem of 'decision' regarding pifejccts involving con- 
siderable capital outlay. Imposition of fresh coiporaticn taxes or an 
increase in the existing ta5^ rates must appropriately influence the cor- 
poration m^magement on tliis vital'niatter of decision regarding the 
new projects to be undertaken. Shoiip has demonstrated, wjth the 
help of an interesting liypothctical case, how the business 'deci- 
sion* is being constantly affected by corjioration taxes : '/fhe 
board of directors or the executive officers to whom they have 
dc/egated the power of decision making witii respect to large outlays 
on capital goods come under pressure to review tlitf' cutoff point on 
ihe cost of j)rojects available. If the firm has been embarking 
on capital outlays only when its engineers convince the board that 
a pre-tax profit of, say. s(niiewhere near 15 ]>er cemt will be earned 
on the outlay, and if a corporation profits tax is raised from 30 
per cent to 50 per cent, the board must decide whether the cutoff 
point, which had hitlierto been at 21.4 i)er cent in terms of pre- 
tax rctuiin, must now be moiyited up to 30 per cent.”"’ This mu.st 
give a violent twist of uncertainty to the 'decision' takers, and 
consequently much corporate expan.^ion may not materialise after 
all. Hence the paramount need for reasonable continuity in corpo- 
rate tax rates. 

This however doesn’t mean that the various as]>ects of the tax 
structure should not be reviewed anrl n^assessed ])erioflically with 
a view to' getting the maximum for promoting the ecimomic 
develoj)ment of the country. 

Conclusion : The Future of the Corporate Sector in India 

The future of the corporate sector in India is oliviously depen- 
dent upon the future sco])c given to the i)rivate sector. Torlay the 
private sector, in spite of the inroads made into its scojie and 
activity by the State, continues to hold an important ])lace in the 
national economy. A look at the targets decided upon for the fixed 
capital investment in the various Five Year Plans j)roves that the 
private sector is still growing. The first Plan * envisaged fixed 
capital investment in the corporate se/:tor of the order of Rs. 463 
crores. As against this, the sedond Plan envisaged a total invest- 

” 'Some Problems ih the Incidence of the Corporation Income Tax* 
{A,E.R., May i960, p. 461). 
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iment of Rs. 685 cwfes, which was later iij^creased to Rs 840 crores 
In the Third Five Year Plan the net investment m the private 
industnal sector is to be of the order of pver Rs 1100 crores And 
the corporate sector is expectoO to cover about 50 per-cent of the 
total j>Tivate im estment and nearly 20 per cent of the total Plan 
outlay Thus tliere is no ground for fear that the private sector 
wiy have no future in India Bat it is doubtless natural for an 
underdeveloped country like India to make tlie public sector 
gradually stronger and stronger as it is in fact now being done 
One of the (hstinct develojiments of the last few Acais is the tre- 
mendous growth of Government com])anies (that is coi])orations 
m which all, or almost all the sliarc- arc owned b\ the State), 
as TABLE IX clcailv shows’® 
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In 1956 57 tlie inerease in the ]>aid up cai>ital ot the Crovemmenl 
companies was Rs t> (> cious as against Rs 470 cruus in th( 
private sector, in 1957-5S the figures werc*Rs 1S4 2 croies foi 
the fioxeinment eompanie's as against R*' 3S 3 cioics for tlu 
companies in th^ private sectoi , and in IQ5S 50 the corre'^j^ondm^ 

’»The Planning Coinmissi6n, App^ai'^ul aud PtO'^pai^ of On Stcwu 

Ftie Year Plav p (m r. ^ 1 lu 

»• Source Phe iMshtn Ptofiow t 1 April loOb Nigam Cluiulhiin 

The Corporate Sictot jft India p 12 
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^figures were Rs. 167.4 crpres as against Rs. 42.3 crores.. This pro- 
nounced gravitation of new paid-up capital toward% the Govern- 
ment companies is unde];^tandable because Steel, Shipyard, Ferti- 
lisers, and' similar gigantic projecus in the public sector require 
very heavy initial investment, and in an underdeveloped economy 
the Government is easier likely to tind the necessary funds than the 
private sector. On the whole, then, this trend is welcome because 
it will promote a healthy spirit of competition between the private 
and the public sectors. Of course, any extension of the public 
sector through departmentally run concerns is always liable to 
be viewed with suspicion as promoting inefficiency and waste. 
But there is also another way of looking at this matter. Whether 
it is stray individuals who provide the funds for a company or it is 
the State itself that starts a public corporation, after some time 
it tends — be it a company in the pri\'ate sector or a corporation 
in the public sector — to acquire a distinct personality of its own. 
As H. Tr. Parekh points out, “its entity as a corporation gives to 
joint-stock enterprise its permanence of character with the result 
that, provided it survives an early period of stabilisation, it is 
capable of moving by its own momentum and unlike an individual 
does not wither away from age but on the contrary gatliers strength. 
In short, it transforms industrial life from an individual to an 
institutional basis, thereby facilitating economic expansion".®® 
Thus the institution of joint-stock companies provides both the 
public and the private sectors a method of promoting the economic 

* development of the country' without, giving any undux*^ advantage 
for one over the other. It should,’ therefore, be one of the prime 
objectives of the Government of India to enable this form of in- 
dustrial and business organisation to grow' from strength to strength, 
both by removing as suggested above existing obstacles to its 
growth and by carefully refraining from raising new ones. 


•• The Future of Joint-Stock Enterprise in India^ pp. 1-2. 
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A COMPARATIVE NOTE ©N CORPORATE TAXATION 

That the corporate sector and .the taxation of corporate income 
occupy a very prominent position in the advanced countries of the 
present-day world is common knowledge We saw in the concluding 
pages of the second chapter that the share of the corporate profits 
in India’s national income is barely 2 per cent, moreover, the cor- 
porate taxes account for no more than a i per cent share in the 
national income. This is clcarlv indicative of the very minor posi- 
tion held as yet by the industrial sector (and, consequently, by the 
corporate sector) in the Indian economy* We have only to compare 
the relative importance of dividends, savings of corporations, and 
direct taxes on corjiorations in India and m some of the advanced 
countries to reali'^e how ver\^ much India lags behind them : 

PERCENTAGE SHARE IN NATIONAL 
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India being a predominantly agricultural country*, it is but natural 
that these variables should play as vet onlv a verv minor part in 
our economic s\’s>tem On the other liand though m mere size the 
corporate sector in India is muc*' less imj^ressive than that m some 
* Source : Except for India, N., \Vofld nconoffiic Suney i960, p. 30. 
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the advanced countries, the corporate tax ratc^tructur^ in Indiaf 
as such could be compar/d meaningfully with tSie r^es ruling in 
the other countries. The purpose of such comparison^is merely to 
see whether or not Indiam coq^orations are being heavily taxed 
by internatibnal standards. 

But comparing taxes in existence or tax rates in force is noj easy 
and is really fraught with many difficult ies. Mere comparisons of 
the tax rates will not give a correct picture because, if one traces 
the details of the same tax in different countries, one finds significant 
differences in the exemptions, deductions, concessions and the 
fonnulae adopted for arriving at the assessable amounts.® Also, 
it is next to impossible to bring all these variations into the com- 
pt’rative picture with a single norm. We have accordingly to com- 
pare only the rates as such, though we have also to bear in mind 
the other limiting factors before coming to any firm conclusion for 
policy purposes. The following table gives the coryiorate tax rates 
in selected countries : 

TERCENTAGE OF INCOMIC PMD BY CORPORATIONS 
AS DIRECT TAXES (iQ^f)) 
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In the above table, credit given to the shareholders has not been 
taken into account : and there are other qualifications, tcK). to be 

•Sec for a full discussion of the pitfalls iii any bland (omparison of 
tax rates in various countiies, R. (*. (iates’s ’The Weight of 'I\ix«ition 
in Five Countries’ (Kcmiomtc Rmtrd, NovrmlxT los^)- 

•Sources: /I Key to Swedish Taxes (with 105O Supplement); Dn/- 
lines of National Tax in Japan, Kij/ , Thd( ase of Relief in Direct Taxa- 
tion (.►wssociation of Indian Trade & Industry) , Quarterly Teonomte 
Report (January 1938) ;• Brudno & i 3 <jwcr. Taxation in the United King- 
dom ; and G. C. Sharrua, Taxation of Companies* 
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tome in mind Fo/ cxami)le, m Japan, an extra Enterprise Tax, 
IS levied at rates -ranging from 8 to I2^per cent —for the first 
6 , 5 yq, 8 \%r cent, for the -.econd Rs 6 57^ 10 per cent, over 
Rs* 13.158, at 12 per cent In the United Kingdom tlic tax is calcu- 
lated thus the income tax is ft* 42 5 pc r c ent (the standard rate of 
8s 6d in the j>oundj, of the amount of ])rofit remaining after the 
dedueflon of the income-tax one h ilf (assumed to he distributed) 
is further taxed 30 per cent and one fourth (assumed to be kept 
as rtserves) ])er cent I he tax m India includes tlic Wealth- 
Tax also and the tax cahnlation is based on tlic lesults of 
Reserve Rank of India studies ugardmg the net worth of the coipo 
rations, pen eni ige of ])rofits dwtnbiib d c tc 

The limitation'. readiK admitted the abo\c table nc\ uthele'.s 
revesds cl( arlv enough how Indi i orcu[>i» the tcjp place (sharing 
the honour with Sweden) m tlu matter of corporate taxation 
(As regards tin t ixatioii of fon ign (f>m]>anic> Indi i mdred stands 
first, with the late of t ix iti »ii >,1. Hiding at 61 5 per cent' But 
Sweden bt mg a fiilK d<\<lop<d (( uionu sucli liigh ratC'. are 
unlikeh to ha\ e .is mm u adverse ( tfen t on her u onomv as such high 
rati s must hav i m an undi id( \ » loyn d k onomv like Inch i tualh , 
S\ « (oi])()rit,* t ixation has divtei- hki tax fn e investment 

reservTs’ ami ‘flcxibilitv of dcpiiMilion allow inccs whnli hcl]> tlie 
e( onomv to struggle clti^tivih ig iinst tm cflifts of the busmr'.^ 
cv* le * In ordn to ndiKi fliutuation- in (a]>itd ex])enditure the 
Swedislf tax stun tint initmiagis cpoiat sti' mg m tinus ol 
boom and en< oui igi s <oiporit< r vi'-inunt m» tints oi ikin^iuii 
B ut in an unikidi v i lojxcl c oiv m\ liki Indii i '^t ibili'.mg lisca'. 
])olii \' wtnild onlv ]>tr])(tua» tin' exiting bitkwird t ondilions 
Wh it Is iiu I » irv in tin eont« xt is a ]> »>.itivi p >ln v to'cnctjiirage 
cipital foimitnui Wi siw in the thnd t h ipti r iiow the Indian 
(fov einmeiil Jias pnu nh d in^r iiitintivt seh mo'^Jikc tlu ilevc- 
lopment reliati tiu I \\ Holidi' t But In i is not tlu onlv 
countrv' to hav i siuh ini isurt'^ is the 1 i\ Hoh iv whuh cxemjU 
the loiporilioiis tp)m punu tixi^. during tht. tii'-t fe v wars o 
their existent! Foi ii.-iaiui B.divii Mix^o P mama Puent 
Rico El SaIvad!U lrn| ml tin PUili]»pine> lu ^onv of tne eimn 
tries that ha\< simil ii nu i-.ins i » t i . in igi mvcstnunt m » 01 
]>orate ventiiits ' On a g» nt i il vuw then it woiill appt 11 tha 
Indian it»r]nu itn>n t ix iilis iri v 1% 1 ig' » nnpirtd to th«>s 
even in minv niuh i hvi’!n. 1 uuu« ^ i ul t s 1 » thtt ta’ 
reform is i dletl hu m )st m ti.tU 


* See M Xoir la\au«»n irtil ilj.hiv // o itJh* t Rt . 
Januaiv Febinaiv 

• For fuller details sec N I MR /mn 11 itni I n /k n 

p. 49. 
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